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INTRODUCTION AND QUALIFICATIONS
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

I am testifying on behalf of the applicant, Vail Water Company. (“VWC” or the
“Company”).

ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT
TESTIMONY IN THIS DOCKET?

Yes, my direct testimony was presented in two volumes. My background
information and qualifications are set forth in the rate base and revenue
requirement volume of my direct testimony.

DID YOU ALSO PREPARE REBUTTAL TESTIMONY ON THOSE ISSUES
IN THIS DOCKET?

Yes, my rebuttal testimony on rate base, income statement, revenue requirement
and rate design is being filed in a separate volume at the same time as this
testimony. In this volume, I present my cost of capital rebuttal testimony. Also

attached are two exhibits, which are discussed below.

SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

A. Summary of Company’s Rebuttal Recommendation
WHAT IS THE SCOPE OF THIS VOLUME OF YOUR REBUTTAL

TESTIMONY?

I will provide updates of my cost of capital analysis and recommended rate of
return using more recent financial data. I also will provide rebuttal as appropriate

to the direct testimony of Staff witness John Cassidy.

1
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HOW HAS THE INDICATED RETURN ON EQUITY CHANGED SINCE
THE DIRECT FILING WAS MADE LAST AUGUST?

The cost of equity has decreased somewhat since I prepared my cost of equity
analysis in July 2012. The table below summarizes the results of my updated

analysis using those models:

Method Low High Midpoint
Range DCF Constant Growth Estimates 8.7% 9.7% 9.2%
Range of CAPM Estimates 8.7% 12.7% 10.7%
Average of DCF and CAPM midpoint

estimates 8.7% 11.2% 9.9%
Financial Risk Adjustment -0.8% -0.8% -0.8%
Specific Company Risk Premium 1.0% 1.0% 1.0%
Indicated Cost of Equity 8.6% 11.4% 10.1%

The schedules containing my updated cost of capital analysis are attached to this
rebuttal testimony.

My 10.1 percent ROE recommendation balances my judgment about the
degree of financial and business risk associated with an investment in VWC as well
as consideration of the current economic environment.

HAVE YOU UPDATED YOUR COST OF EQUITY ESTIMATE FOR SWC
USING DUFF& PHELPS RISK PREMIUM STUDY DATA?

Yes, as shown in Rebuttal Exhibit TJB-COC-RB1. The 2012 Duff & Phelps
Risk Premium Study data is now available, and I have updated my cost of equity

estimate using this data. As I did in my direct testimony, 1 have included cost of
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equity estimates for the water sample companies. These estimates have been
adjusted for leverage (financial risk) differences between the companies in the size
portfolios contained in the study and the water sample companies and VWC.
Further, like the Build-up Method cost of equity estimate using the Morningstar
data, the cost of equity estimates includes a water industry risk premium
adjustment.' T have also used the most recent recommendations for the market risk
premium from Duff’ & Phelps for use with the study data. Based on various

measures of size the results are as follows>:

Stock Cost of
Symbol Company Equity
AWR  American States Water Co. 9.88%
WTR  Aqua America 8.21%
CWT California Water Services Group 10.69%
CTWS  Connecticut Water Services 12.28%
MSEX  Middlesex Water Company 11.60%
SIW SJW Corp. 11.79%
Average 10.74%

Midpoint 10.25%

VWC 13.58%

Q. HOW DO THE DUFF AND PHELPS COST OF EQUITY ESTIMATES
COMPARE TO YOUR DCF AND CAPM RESULTS?

A The results of my DCF and CAPM analyses for the publicly traded water

companies are lower than the results of the build-up method using the Duff &

' Note that the risk premium for the water utility industry is negative indicating that water utilities are less
risky than the market as a whole.

*See Exhibit TJB-COC-RBI, Table 6.
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Phelps study data. The mid-point of my DCF and CAPM results is 10.1 percent
which is somewhat below the midpoint of the ranges of estimates produced by the
build-up method using the Duff'& Phelps study data which range from 8.21 percent
to 12.28 percent with a midpoint of 10.25 percent. Second, and more importantly,
my recommended ROE of 10.1 for VWC is well below the mid-point of the range
of estimates for VWC using both build-up methods (one using the Morningstar
data® and the other using the Duff & Phelps study data) which range from 10.1
percent to 13.58 percent with a mid-point of 11.8 percent. Accordingly, I find my
recommendation of a 10.1 percent ROE appropriately conservative.

DO THE COST OF EQUITY ESTIMATES BASED ON DUFF & PHELPS
TAKE INTO CONSIDERATION THE DIFFERENCES IN LEVERAGE
BETWEEN THE PUBLICLY TRADED SAMPLE WATER UTILITIES
AND SWC?

Yes.

HAVE YOU ACCOUNTED FOR THE FACT THAT THE WATER
UTILITY INDUSTRY IS LESS RISKY THAN THE MARKET?

Yes. Based on the industry data, each of above estimates based on the Duff’ &
Phelps risk premium study is adjusted downward for the water utility industry risk
based upon the water industry risk premium found in Morningstar.4 As shown in
Table 5 of Rebuttal Exhibit TIB-COC-RB1, the appropriate downward industry

risk premium adjustment is approximately 360 basis points.’

3See Direct Testimony of Thomas J. Bourassa - Cost of Capital (“Bourassa COC Direct”) at 44-45.
4Momingstar, Ibbotson SBBI 2013 Valuation Yearbook. Table 3-5.

* A downward market risk premium indicates the water utility industry is less risky than the market on
average. This is consistent with water utility beta’s being less than 1.0.

4
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WHAT WAS THE ASSUMED HISTORICAL MARKET RISK PREMIUM
USED IN THE DUFF AND PHELPS STUDY AND YOUR ESTIMATED
COST OF EQUITY?

The Duff & Phelps study reflects an historical market risk premium of 4.5 percent
from 1963 to 2012. I used a current market risk premium estimate of 5.0 percent
for my calculations. The 5.0 percent is based on the current recommendations of
the authors of the Duff' & Phelps study for use with the study data.® In contrast, the
long-horizon equity risk premia as determined by Morningstar is 6.7 percent.’
THANK YOU. PLEASE SUMMARIZE YOUR RECOMMENDED
REBUTTAL COST OF CAPITAL COMPONENTS.

The Company’s recommended capital structure consists of 0 percent debt and 100
percent common equity as shown on Rebuttal Schedule D-1. Based on my updated
cost of capital analysis, | am recommending a cost of equity of 10.1 percent. Based
on my 10.1 percent recommended cost of equity, and a 0 percent debt and a 100
percent equity capital structure, the Company’s weighted average cost of capital

(“WACC?”) is 10.1 percent, as shown on Rebuttal Schedule D-1.

A. Summary of the Staff

PLEASE SUMMARIZE THE RESPECTIVE RECOMMENDATIONS OF
STAFF FOR THE RATE OF RETURN ON FAIR VALUE RATE BASE.

Staff is recommending a capital structure consisting of 0 percent debt and 100
percent equity.® Staff determined a cost of equity of 9.1 percent based on the

average cost of equity produced by its DCF and CAPM models and an upward

SDuff & Phelps at 2.
"Morningstar.Jbbotson SBBI 2013 Valuation Yearbook. Table A-1.
$See Direct Testimony of John Cassidy (“Cassidy Direct”) at 34.

5
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economic assessment adjustment.” Staff uses a sample of six publicly traded water
utilities, the same as those I used in my analysis. Staff did not consider firm size or
firm-specific risks in its analysis. Based on its capital structure recommendation,
Staff determined the WACC for VWC to be 9.1 percent. '

PLEASE COMPARE THE PARTIES’ RESPECTIVE COST OF EQUITY
ESTIMATES AND RECOMMENDATIONS.

The respective parties’ cost of equity recommendations are summarized below:

Party DCF CAPM  Average Recommended
VWC 8.7% 11.2% 9.9% 10.1%
Staff 8.8% 8.2% 8.5% 9.1%

B. Comments on the Cost of Equity Results and Recommendations of Staff

HOW DO THE PARTIES’ RECOMMENDATIONS COMPARE TO
OTHER FORECASTS OF COMMON EQUITY RETURNS AND
CURRENTLY AUTHORIZED RETURNS?
Value Line, a reputable publication used by the Company and Staff cost of capital
witnesses, publishes forecasts of returns on common equity for larger publicly
traded water companies. These water utilities are included in my sample group and
Staff’s sample groups. Value Line (January 18, 2013) projects the following
returns on equity for those water utilities:

American States Water (AWR) 12.0%

Agua America (WTR) 12.5%

°Id.

lOId.
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California Water (CWT) 10.5%
Connecticut Water (CTWS) 10.5%
Middlesex Water (MSEX) 9.0%
SIW Corp. (STW) 7.0%
Average 10.3%

Furthermore, the currently authorized ROE’s for the sample water utility

companies as reported by AUS Utility Reports (January 2013) average 10.03

percent. They are as follows:

American States Water (WTR) 9.99%
Aqua America (WTR) 10.33%
California Water (CWT) 9.99%
Connecticut Water (CTWS) 9.75%
Middlesex Water (MSEX) 10.15%
SIW Corp. (STW) _9.99%
Average 10.03%

DO INVESTORS CARE ABOUT THE RETURN ON EQUITY THAT A
COMPANY IS EARNING AND IS PROJECTED TO EARN?

Of course, if they are looking to make sound investments. Returns on equity,
earnings per share, and stock price/earnings ratios are widely followed and reported
by investment services, business magazines, and other financial media outlets. A
company’s earnings play a major role in any investment decision. The higher the
return on equity, the greater the company’s earnings and funds are available to pay

dividends and to reinvest in capital projects.
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In the instant case, we are attempting to establish a fair and reasonable
return on equity for VWC which will in turn be used to establish a rate of return on
the fair value of VWC property devoted to public service. That rate base is an
accounting or book rate base. The rate base has not been adjusted to reflect the
current market value of the utility plant and assets devoted to public service. In
other words, Staff is applying a market return derived from a finance model to the
Company’s book equity, which in turn is financing a book rate base. Thus, Staff is
ignoring the fact that a firm’s earnings, whether they are reported as the return on
equity or as earnings per share, are also based on accounting data, as opposed to
market data. For example, earning per share (“EPS”) is calculated by dividing net
income into the number of shares outstanding. The current market price of those
shares is irrelevant to that calculation.

WHAT ELSE IS THE RELEVANCE OF ALL THESE PROJECTED BOOK
RETURNS, MR. BOURASSA?

In this case, comparison to these proxies readily illustrates that Staff’s return is 93
basis points lower than the average of the currently authorized returns and 120
basis points below the average of the 3-5 year expected returns of the publicly
traded utilities Staff uses to estimate the cost of equity for VWC. Regardless of the
particular finance model being used, the results of the model should be reasonable
and generally consistent | with the returns on equity actually being earned or
projected to earn.

THANK YOU. HOW DO THE PARTIES’ RECOMMENDATIONS
COMPARE TO THE DUFF & PHELPS RISK PREMIUM STUDY DATA?
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The build-up method cost of equity average estimate using the Duff & Phelps study
data is 10.74 percent. This is 164 basis points higher than Staff’s recommendation
of 9.1 percent and 64 basis points higher than my recommendation of 10.1 percent.
WHAT ABOUT SIZE-BASED METRICS LIKE NET PLANT AND TOTAL
REVENUES, DO THOSE FACTOR IN UNDER THE BUILD-UP
METHOD?

Not directly; however, these metrics confirm the results. Below is a table using the
two common metrics of size as reported by AUS Utility Reports (March 2013)

compared with the results of my cost of equity analysis based on the Duff & Phelps

study.
Size Size Lowest
Rank Rank Duff & to
Net Plant by Revenue by Phelps  Highest
Water Utility ($ millions) Plant (8§ millions) Rev. COE COE
American States Water (WTR) $§ 9120 3 $ 4497 3 9.88% 2
Aqua America (WTR) $3,863.4 1 $ 7557 l 821% 1
California Water (CWT) $1,443.1 2 $ 5415 2 10.69% 3
Connecticut Water (CTWS) $ 422.6 6 $§ 7938 6 12.28% 6
Middlesex Water (MSEX) $ 4333 5 $ 106.6 5 11.60% 4
SIW Corp. (SIW) $ 8705 4 $ 2614 4 11.79% S
Average $1,324.2 § 3658 10.74%
VWC $§ 165 $ 23 13.78%

(at December 31, 2012)

What this illustrates is that, despite the fact that neither net plant nor revenues were
considered as measures of size using the build-up method, the cost of equity results
show that as the size of the utility increases so does the cost of equity. This is as
expected and is consistent with the empirical financial data found in Morningstar.
The average net plant for the publicly traded water utilities is over 80 times

that of VWC and the average total revenues are over 156 times. There is a
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significant size difference and one would expect the cost of equity estimate for
VWC to be much higher, and it is. Therefore, it is again confirmed that these large
publicly traded utilities are less risky than VWC. In the real world, VWC has a
cost of equity that is higher than the large publicly traded utilities.

PLEASE SUMMARIZE THE RECOMMENDED RETURNS OF THE
PARTIES, EXPECTED BOOK RETURNS, AUTHORIZED RETURNS,
AND RETURNS BASED ON THE DUFF & PHELPS STUDY.

The following table summarizes the equity returns recommended by each of the
parties with the forgoing expected book returns, authorized returns, and returns

based upon size (Duff & Phelps) for the publicly traded utilities:

Cost of Equity
Staff recommendation 9.10%
VWC recommendation 10.10%
Mid-point of DCF and CAPM (Water Utilities) 9.90%
Expected Book Returns (Water Ultilities) 10.30%
Authorized Returns (Water Ultilities) 10.03%
Duff & Phelps (Water Utilities) 10.74%

The foregoing data provide clear evidence that the Staff recommendations for

VWC is simply too low. At the end of the day, when all the expert and lawyer

wrangling over inputs and assumptions is done, the results should still pass the
simple, common-sense “smell test”, and the Staff recommendation doesn’t pass
that test.

PLEASE COMMENT THE STAFF PROPOSED ECONOMIC
ASSESSMENT ADJUSTMENT.

Mr. Cassidy’s DCF and CAPM results produce a 8.5 percent average ROE. Mr.
Cassidy then adds an economic assessment adjustment of 60 basis points to achieve
his recommended 9.1 ROE. The economic assessment adjustment appears to be

Mr. Cassidy’s acknowledgment that the results of his models are unreasonably low.

10
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But even if Mr. Cassidy adds his economic assessment adjustment, his
recommendation of 9.1 percent does not pass the “smell test” when compared to
the projected and authorized returns for the sample publicly traded utility
companies.

THANK YOU. TURNING NOW TO MR. CASSIDY’S CRITICISMS OF
YOU FOR CONSIDERING THE DIFFERENCES IN RISK DUE TO THE
SIZE OF YWC COMPARED TO THE PUBLICLY TRADED SAMPLE
UTILITIES. PLEASE COMMENT.

Mr. Cassidy does not dispute that smaller companies are more risky than larger
companies. Staff simply opines the Commission has not allowed a risk premium
for size in the past.'" Frankly, it is so astonishing that the process in Arizona has,
heretofore, ignored what the rest of the financial world knows — that size matters —
I simply cannot avoid discussing it without me having to question my own integrity
as a cost of capital expert.

OKAY, WHY DOES SIZE MATTER IN AN ANALYSIS OF A UTILITY’S
COST OF CAPITAL?

There are many reasons why smaller utilities are more risky than larger utilities.
I'have discussed these reasons extensively in my direct testimony and will not
repeat that testimony here.'” The simple fact is that a rational investor is not going
to view an équity investment in VWC as having the same risk as the purchase of
publicly traded stock in a substantially larger utility such as Aqua America,
American States Water or California Water Service. That does not mean we can’t

use the sample companies as proxies, it means we can’t ignore the plethora of

' Cassidy Direct at 43.
2 Bourassa COC Direct at 17-23, 40-41.

11
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Q.

evidence that firm size does matter. If the differences in risk between small
utilities like VWC and the large, publicly traded water utilities used to estimate the
cost of equity are ignored, VWC’s equity cost will be understated and
unreasonable.

IS FIRM SIZE A UNIQUE RISK?

3

No. The firm size is a systematic risk factor.””> We know that based on empirical

financial data that the firm size phenomenon in the market is real. Moreover, we
know that the capital asset pricing model is incomplete and does not fully account
for the higher returns on small company stocks. In other words, the higher risks
associated with smaller firms is not fully accounted for by beta.

With respect to the relationship between firm size and return, Morningstar

states: 14

One of the most remarkable discoveries of modern finance is
that of a relationship between firm size and return. The
relationship cuts across the entire size spectrum but is most
evident among smaller companies which have higher returns
than larger ones. Many studies have looked at the effect of
firm size and return...

With respect to the CAPM, Morningstar states:"

The firm size phenomenon is remarkable in several ways.
First, the greater risk of small stocks does not, in the context
of the capital asset pricing model (CAPM), fully account for
their higher returns over the long term. In the CAPM only
systematic, or beta risk, is rewarded; small company stocks
have had returns in excess of those implied by their betas.

AT PAGE 43, MR. CASSIDY SUGGESTS WATER AND OTHER SMALL
FIRMS DO NOT REQUIRE A RISK PREMIUM BECAUSE SUCH RISKS

“Shannon P. Pratt and Roger J. Grabowski. Cost of Capital: Applications and Examples, Fourth Edition.
John Wiley and Sons, 2010.p. 56.

" Morningstar, Ibbotson SBBI 2012 Valuation Yearbook, at 85.
Id. at 88.

12




O 0 2 N B bW N

N N NN NN N N o e e s e e ped e
[ Y Y S S =N o B - . B e N U T SO VS T S T S

ARE UNSYSTEMATIC AND THUS CAN BE DIVERSIFIED AWAY. IS HE
CORRECT?

No. Mr. Cassidy misunderstands this issue. The Duff' & Phelps study confirms that
even a well-diversified portfolio of small firms is still more risky than a well-
diversified portfolio of larger firms. Based on studies in Morningstar, which 1
discuss on page 33-34 of my direct testimony, the CAPM does not fully explain the
differences in risk between large and small firms. Appropriate CAPM models

should include size as an explanatory value, i.e.,

Cost of Equity = risk-free rate + f;*MRP + P,*size risk premium

Size is a second “‘systematic” risk factor. Based on these alternative versions of the
CAPM diversification cannot eliminate the risk of a company from being smaller
than the average. Mr. Cassidy’s testimony does not justify ignoring the additional
risk of SWC that stems from it being smaller than the publicly traded water utilities
in his proxy group.

ON PAGE 36 OF HIS TESTIMONY, MR. CASSIDY CRITICIZES YOU
FOR RELYING EXCLUSIVELY ON ANALYSTS FORECASTS OF
GROWTH. IS THIS TRUE?

No. Irely on both historical growth rates and forecasts of growth. I just give more
weight to the analyst forecasts of growth. Mr. Cassidy’s criticism contradicts his
subsequent testimony that I give greater weight to analysts’ estimates of growth

which recognizes I rely on both historical and forecasted growth.

13




O 0 3 N n R W N e

[ I N T N T N N L N T S oy GG SO S S ey

ON PAGE 38 AND 39 OF HIS TESTIMONY, MR. CASSIDY CRITICIZES
YOU FOR GIVING GREATER WEIGHT TO ANALYSTS FORECASTS OF
GROWTH. PLEASE COMMENT.
I do give more weight to the analyst forecasts of growth. That fact is not a secret.'®
It is important to note that while Mr. Cassidy disagrees with the additional weight I
give the analyst forecasts, he does not say these forecasts have no merit. The
dispute between Mr. Cassidy and me comes down to something between 50
percent and my “greater” emphasis. In my direct testimony, I explained why a
weight greater than 50 percent should be given to analysts® estimates.'’
ARE ANALYSTS’ FORECAST ESTIMATES OF GROWTH FOR
UTILITIES UPWARDLY BIASED?
No. Analyst’s estimates of EPS growth for utilities are not upwardly biased. Dr.
Thomas Zepp presented studies in the recent Arizona Water Company rate case that
analysts’ forecasts of growth for utilities are not upwardly biased once differences
in expected inflation are taken into account, and he concluded Mr. Cassidy’s claims
of consistent upward bias in analyst forecasts of growth for utilities were not
supported.'® Staff did not dispute Dr. Zepp’s studies and testimony on this subject.
Whether you agree with Dr. Zepp’s studies and conclusions or not, analysts’
estimates of growth have been shown to be superior to historically based estimates
of growth for use in the DCF for utility stocks. The study by Gordon, Gordon and
Gould", discussed in my direct testimony at page 30, found analysts’ estimates of

EPS growth for the next five years provide a more useful estimate of growth

'* Bourassa COC Direct at 30-31.
Id. at 30.
"¥See Rebuttal Testimony of Thomas M. Zepp at 35-37 in Docket No. W-01445A-11-310.

19David A. Gordon, Myron J. Gordon and Lawrence I Gould, “Choice Among Methods of Estimating
Share Yield,” Journal of Portfolio Management (Spring 1989) 50-55

14
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required in the DCF model than three different historical measures of growth
(historical EPS, historical DPS, and historical retention growth). They explain that
this result makes sense because analysts would take into account such past growth
as indicators of future growth as well as any new information.

The Gordon, Gordon, and Gould study as well as the Zepp studies cast
doubt on whether Mr. Cassidy suggestion that the studies of analysts’ forecasts in
general provides evidence that analysts provide poor forecasts of EPS growth for
utility stocks.

ARE THERE REASONS WHY ANALYSTS’ ESTIMATES ARE NOT
UPWARDLY BIASED?

Yes. Sources of forecast earnings growth information such as Value Line are in the
business of selling information to investors. Value Line, Yahoo Finance, and
Reuters, to name a few, do not sell stock and there is no incentive to provide
inaccurate, upwardly biased forecasts. If this were the case, investors would not
continue to buy subscriptions.

WHY IS EARNINGS GROWTH A MEANINGFUL GUIDE TO
INVESTORS’ LONG-TERM GROWTH EXPECTATIONS?

It is growth in earnings, after all, that will support future dividends and share
prices. There is an abundance of evidence attesting to the importance of earnings
in assessing investor expectations. The sheer volume of earnings forecasts
available from the investment community relative to the scarcity of dividend
forecasts attests to their importance. Value Line, Yahoo, and Reuters all provide
comprehensive information on investor’s earnings forecasts. Value Line’s
principle investment rating assigned to individual stocks, Timeliness Rank, is based

primarily on earnings. These investment information providers focus on earnings

15
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growth rather that dividend growth which indicates the investment community
places greater importance to earnings as a measure on future long-term growth.
DOES THE ACCURACY OF ANALYSTS’ FORECAST MATTER IF
INVESTORS RELY ON ANALYSTS’ FORECASTS?

No. Regardless of whether you agree or disagree with the accuracy of analysts’
forecasts, the level of accuracy is an after-the-fact evaluation with little relevance

to the issues at hand here. Dr. Morin states:

Because of the dominance of institutional investors and their
influence on individual investors, analysts’ forecasts of long-
run growth rates provide a sound basis for estimating required
returns. Financial analysts exert a strong influence on the
expectations of many investors who do not possess the
resources to make their own forecasts, that is, they are a cause
of g. The accuracy of these forecasts in the sense of
whether they turn out to be correct is not at issue here, as
long as they reflect widely held expectations. As long as the
forecasts are typical and/or influential in that they are
consistent with current stock price levels, they are relevant.
The use of analysts’ forecasts in the DCF model is sometimes
denounced on the grounds that it is difficult to forecast
earnings and dividends for only one year, let alone for longer
time periods. This objection is unfounded, however,
because it is present investor expectations that are being
priced; it is the consensus forecast that is embedded in price
and therefore in required return, a{zd not the future as it
will turn out to be. (emphasis added)”’

What really matters is that analysts® forecasts strongly influence investors and
hence the market prices they are willing to pay for stocks. Analysts’ growth rates
influence the prices investors will pay for stocks and thus impact the dividend
yields. The dividend yields change until the sum of the dividend yield plus the
growth rate equals investors’ perceived cost of equity. Had the growth forecasts

been lower — as Mr. Cassidy suggests they should be — the stock prices would be

2Roger A. Morin. New Regulatory Finance (2006) 298,
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lower and dividend yields would be higher, but there would not necessarily be any

difference in the ultimate estimate of the cost of equity.

HAS MR. CASSIDY OFFERED ANY EVIDENCE THAT INVESTORS DO
NOT RELY ON ANALYST ESTIMATES?

No. Nor does he offer any evidence of the extent investors rely on historical
growth or on analyst estimates of future growth. Mr. Cassidy offers no quantitative
or conceptual argument to rebut the conclusions of Gordon, Gordon, and Gould,
and offers no evidence that any of the measures of past growth he has used —
historical EPS, historical DPS, historical sustainable growth — provide a better
forecast of future growth for utilities than analysts’ estimates of EPS growth.

The bottom line — Mr. Cassidy is using Staff’s inputs into the DCF model
mechanically without considering the reasons for using those inputs. And Staff’s
inputs have long been skewed to give less weight to the best estimate of future
growth in an effort to keep down the cost of equity.

ON PAGE 42 OF HIS TESTIMONY, MR. CASSIDY ALSO CRITICIZES
YOU FOR USING FORECASTED INTEREST RATES FOR THE RISK-
FREE RATE IN YOUR CAPM. PLEASE RESPOND.

I use both a current interest rate as well as forecasted interest rates on 30 year U.S.
Treasury Bonds as a proxy to my risk-free rate. The CAPM is a prospective
model, and like analysts’ forecasts of growth, I believe investors rely on this
forward-looking information. If investors did not rely on this information Value
Line, Blue Chip and others would not provide this information. Mr. Cassidy

provides no evidence that investors do not rely on this information. This is just

17
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another disagreement between Mr. Cassidy and me regarding the inputs to the
models.

DO YOU AGREE WITH MR. CASSIDY THAT AN INCREASE IN THE
PRICE OF A SHARE OF STOCK NECESSARILY REFLECTS A
DECREASE IN THE COST OF EQUITY?

No. From the standpoint of an investor, a true market rate of return would take into
account both anticipated dividends and capital gains resulting from future changes
in the price of stock. I expect Mr. Cassidy to agree with me that the cost of equity
is the compensation investors expect for bearing the risk of ownership of a stock.
That compensation includes capital gains. So, despite the dividend yield going
down when the price of a share rises, it does not necessarily translate to a drop in
the cost of equity.

MR. CASSIDY BASES ONE OF HIS CAPM ESTIMATES ON RATES FOR
INTERMEDIATE-TERM TREASURY SECURITIES AND ONE ON RATES
FOR LONG-TERM TREASURY SECURITIES. SHOULD RATES FOR
INTERMEDIATE-TERM TREASURIES BE USED IN A CAPM
ANALYSIS?

No. It is inappropriate to use either a short-term or an intermediate-term Treasury
security to determine the value of the risk-free rate. Morningstar explains the
appropriate choice for the risk-free rate is no less than the expected return for long-

term Treasury security.

The horizon of the chosen Treasury security should
match the horizon on whatever is being valued. When
valuing a business that is being treated as a going
concern, the appropriate Treasury yield should be that
of a long-term Treasury bond. Note that the horizon is
a function of the investment, not the investor. If an
investor plan to hold stock in a company for only five
years, the yield on a five-year Treasury note would not

18
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be appr0£riate since the company will continue to exist
beyond those five years...

Companies are entities that generally have no
defined life span; when determining a company’s
value, it is important to use a long-term discount rate
because_the life of the company is assumed to be
infinite.

As Dr. Morin concurs with Morningstar and states:

At the conceptual level, because common stock is a
long-term investment and because cash flows to
investors in the form of dividends last indefinitely, the
yield on very long-term government bonds, namely the
30-year Treasury bonds, is the best measure of the risk
free rate for use in the CAPM and risk premium
methods. The expected stock return is based upon
long-term cash flows, regardless of an individual’s
holding period. Utility asset investments generally
have long-term useful lives and should be
correspondingly matched with longer-term maturity
financing  instruments. Moreover, short-term
Treasury bill yields reflect the impact of factors
different from those influencing the yields on longer
term securities such as common stock.(emphasis
added)

Q. ARE THERE OTHER REASONS FOR NOT USING SHORT-TERM OR
INTERMEDIATE-TERM TREASURY SECURITIES?

A. Yes. According to Dr. Morin, “short-term rates are volatile, fluctuate widely, and
are subject to more random disturbances than long-term rates leading to volatile
and unreliable equity returns.” He goes on to state that “on grounds of stability
and consistency, the yields on long-term Treasury bonds match more closely with

9924

expected common stock returns. For example, the Federal Reserve has

announced that it will continue to hold interest rates down to support economic

21Mornz’ngstar, supra at 44, 55.
*Morin, supra at 151-152.
2Id at 152.

241d.
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recovery, resulting in extremely low short- and intermediate-term Treasury rates —
precisely the type of manipulation that Dr. Morin warns of in his text on regulatory

finance, quoted above.?

ON PAGE 39 AND 40 OF MR. CASSIDY’S TESTIMONY, HE STATES
THE DIVIDEND YIELD IN YOUR DIRECT TESTIMONY WAS
OVERSTATED BECAUSE OF INCORRECT SPOT SHARE PRICES.
PLEASE COMMENT.

It is true that my spot prices were for not the spot prices for the date indicated in
my schedules. This was due to linking error to the underlying Value Line Analyzer
data which I employed. Correcting this error would have reduced my expected
dividend yield by about 20 basis points and lowered my DCF results by the same.
However, my recommendation of 10.4 percent would not have changed.

WHY NOT?

Because correcting the spot prices, which are generally higher, would have
increased the market-to-book ratios which in turn would have reduced my market
based Hamada financial risk adjustment by about 20 basis points.

ON PAGE 42 AND 43 OF MR. CASSIDY’S TESTIMONY, HE STATES
YOUR CURRENT MARKET RISK PREMIUM AND YOUR 3-5 YEAR
PRICE APPRECIATION ESTIMATE ARE OVER-STATED. PLEASE
COMMENT.

Mr. Cassidy is correct that both my market dividend yield and my market 3-5 year
price appreciation as shown on Schedule D-411 are higher than his spot dividend

yield and spot 3-5 year price appreciation but this does not mean my they are over-

*See, e.g., Blue Chip Financial Forecasts, February, 2013.
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stated, nor is my resulting current market risk premium (“MRP”) over-stated. Had
Mr. Cassidy computed his current MRP in the same frame as I did, he would have
computed a similar result. The current MRP used in my rebuttal analysis is 12.37
percent which is an average of the prior 3 months which ranged from 11.52 percent
to 12.90 percent. As I stated in my direct testimony, I do not use spot dividend
yields or spot 3-5 year price appreciation to estimate my current MRP because spot
rates cause significant volatility in the computed current MRP.*® As you will find
in Rebuttal Schedule D-4.11, the current market risk premium estimates fluctuate
significantly over-time. I prefer to use averages of several months; typically 3-12
months depending on the prevailing trend in the current market risk premium
which help to eliminate the volatility. 1 believe my approach provides a more
stable measurement of the current market risk premium. For example, if the
current market risk premium were measured using the spot rate approach for April
2011, the current market risk premium would have been 7.82 percent. The current
MRP is would have been significantly higher the current MRP was measured just a
few month earlier or just a few month later. For example, the February 2011
current MRP was 11.26 percent and the July 2011 current MRP was 13.82 percent.
The current MRP averaged over 15 percent in the 12 months following February
2011.

DO YOU HAVE ANY FURTHER COMMENTS?

Just that as I testified above, when all the numbers and models and financial theory
are set aside, Staff’s recommendation is far too low to pass the smell test and

should be rejected.

% Bourassa COC Direct at 36.
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WELL MR. BOURASSA, YOU ADMIT THAT THE COMMISSION HAS
NOT ADOPTED YOUR RECOMMENDATIONS BEFORE, DON’T YOU?
WHY SHOULD THIS TIME BE DIFFERENT?

I can only note that each Commission reviews every rate case on its own merits, or
“case-by-case” as Staff likes to say. And I have made more changes to my
approach on cost of capital than I can possibly recall in response to many of my
arguments being rejected. [ have recognized a lot of realities of ratemaking and
tried to find a reasonable balance with financial theory and financial reality. I will
continue to ask the Commission to appropriately balance ratemaking and finance
and the interests of shareholders and ratepayers.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF
CAPITAL?

Yes, although my silence on any of the issues, matters or findings addressed in the
testimony of Staff does not constitute my acceptance of their positions on such

issues, matters or findings.
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Vail Water Company Exhibit
Test Year Ended December 31, 2011 Rebuttal Schedule D-3
Cost of Preferred Stock Page 1
Witness: Bourassa

End of Test Year End of Projected Year
Description Shares Dividend Shares Dividend
of Issue Outstanding Amount Requirement QOutstanding Amount Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

SUPPORTING SCHEDULES: RECAP SCHEDULES:
E-1 D-1
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Vail Water Company
Test Year Ended December 31, 2011
Cost of Common Equity

The Company is proposing a cost of common equity of

SUPPORTING SCHEDULES:
D-4.1 to D-4.16

Exhibit

Rebuttal Schedule D-4
Page 1

Witness: Bourassa

10.10% .

RECAP SCHEDULES:

D-1
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INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of the applicant, Vail Water Company,
Inc. (“VWC” or the “Company”).

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket. There were two volumes, one addressing rate base, income statement and
rate design, and the other addressing cost of capital.

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Staff. More
specifically, this first volume of my rebuttal testimony relates to rate base, income
statement and rate design for VWC. In a second, separate volume of my rebuttal
testimony, I will present an update to the Company’s requested cost of capital as
well as provide responses to Staff on the cost of capital and rate of return applied to

the fair value rate base, and the determination of operating income.

SUMMARY OF VWC’S REBUTTAL POSITION
WHAT IS THE REVENUE THE COMPANY IS PROPOSING IN THIS

REBUTTAL TESTIMONY?

The Company proposes a total revenue requirement of $2,256,141, which
constitutes a decrease in revenues of $78,606, or -3.37% over adjusted test year

revenucs.
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HOW DO THESE COMPARE WITH THE COMPANY’S DIRECT
FILING?

In the direct filing, the Company requested a total revenue requirement of
$2,378,860, which required an increase in revenues of $44,114, or 1.89%.

WHAT ACCOUNTS FOF THE DIFFERENCE?

In its rebuttal filing, VWC has adopted a number of rate base and revenue/expense
adjustments recommended by Staff, as well as proposed a number of adjustments
of its own based on known and measurable changes to the test year.

The net result of these adjustments is: (1) the Company’s proposed
operating expenses have decreased by $83,011, from $2,022,639 in the direct filing
to $1,939,628; and (2) a net increase of $2,378 in rate base from the direct filing of
$3,312,773 to $3,315,151.

In addition, the Company has reduced its recommended cost of equity from
10.4% in its direct filing to 10.1% in its rebuttal filing. The Company is
recommending a 10.1% rate of return on FVRB based on the Company weighted
average cost of capital which reflects the Company’s capital structure of 0 percent
debt and 100 percent equity. I discuss the Company proposed return on equity,
cost of debt, and capital structure in my cost of capital testimony.

WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE
INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF
THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Incr. % Increase
Company-Direct $2,378,860 $ 44,114 1.89%
Staff $3,199,993 $ 345,155 12.09%
Company-Rebuttal $2,256,141 $ (78,606) -3.37%

2
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II.

RATE BASE

A. Rate Base (B Schedules).
WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE

BASE RECOMMENDATIONS?

Yes, the rate bases proposed by the Company and Staff are as follows:

OCRB FVRB
Company-Direct $3,312,773 $3,312,773
Staff $ 2,218,704 $2,218,704
Company Rebuttal $ 3,315,151 $ 3,315,151

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
ORIGINAL COST RATE BASE?

Yes. The Company’s rebuttal rate base adjustments to OCRB are detailed on
rebuttal schedules B-2, pages 3 through 6. Rebuttal Schedule B-2, page 1 and 2,

summarize the Company’s proposed adjustments and the rebuttal OCRB.

1. Plant-in-service (PIS).
WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED

ADJUSTMENTS TO PLANT-IN-SERVICE , AND IDENTIFY ANY
ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF?

Rebuttal B-2 Adjustment 1, as summarized on Rebuttal Schedule B-2, page 2,
consists of three adjustments labeled as “A”, “B”, and “C” on Rebuttal Schedule B-
2, page 3.

Adjustment A reflects a reclassification of retired PIS recorded in 2008.

The reclassification of retired plant has a net PIS adjustment of zero as shown on
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Rebuttal Schedule B-2, page 3.1. This adjustment reflects the adoption of Staff’s
recommendation.'

Adjustment B reflects retirements the Company should have retired but did
not. The retirements total $92,956 as shown on Rebuttal Schedule B-2, page 3.2.
Staff also proposes retirements but proposes retirements totaling $281,388.%2 The
Company disagrees with the Staff proposed retirements because it includes
retirements that were already recorded. The details of the Company’s retirement
proposal are shown on B-2, page 3.2.1.

Adjustment F reflects the reconciliation of the PIS to the reconstruction of
PIS shown on Rebuttal Schedule B-2, pages 3.4 through 3.16. As shown, there are
no differences between the reconstructed balance and the adjusted balances shown
on Rebuttal Schedule B-2, page 3.3; which means I have accounted for all of the

Company’s proposed PIS adjustments in the plant reconstruction.

2. Accumulated Depreciation (A/D).
WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED

ADJUSTMENTS TO ACCUMULATED DEPRECIATION, AND IDENTIFY
ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF?

Rebuttal B-2 Adjustment 2, as summarized on Rebuttal Schedule B-2, page 2,
consists of three adjustments labeled as “A”, “B”, and “C” on Rebuttal Schedule B-
2, page 4.

Adjustment A reflects the removal of A/D related to the reclassification of

retired plant in rebuttal adjustment 1-A discussed above. The Company proposes a

'See Direct Testimony of Jeffrey M Michlik (*Michlik Direct™) at 7.

4
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decrease in A/D of $4,514. Staff proposes a downward adjustment to A/D of
$10,136 related to the reclassification of retired plant.’

WHY IS THERE A DIFFERENCE BETWEEN THE COMPANY’S AND
STAFF’S ADJUSTMENT TO A/D?

It is not clear to me how Staff computed its A/D adjustment. Neither the Staff
schedules nor Staff’s work papers show the computation of the $10,136. The
Company’s adjustment reflects the change in A/D using the depreciation rates in
effect for the 2008 and the intervening years through the end of the test year. The
computation of the change in A/D is shown on Rebuttal Schedule B-2, page 4.1.
THANK YOU. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE
COMPANY PROPOSED PIS ADJUSTMENTS?

Adjustment B reflects the removal of $92,956 of A/D for the retirement of PIS
discussed in adjustment 1-B discussed previously. As noted in relation to
adjustment 1-B, the Company also disagrees with the amount of Staff’s adjustment
to A/D.*

Adjustment C reflects the adjustment required to reconcile the direct
adjusted A/D balance to the reconstructed A/D balance. The Company proposes an
additional downward adjustment to A/D totaling $23,075.

WHY IS THERE A DIFFERENCE BETWEEN THE ADJUSTED A/D
BALANCE AND THE RECONSTRUCTED A/D BALANCE?

The difference of $23,075 takes into account the proposed plant retirements from
PIS adjustment 1-B, the year taken out of service (or retired), and the impact on

depreciation expense in the intervening years since the last test year through the

‘ld

‘Id. Please note: Staff’s testimony appears to have a typo. The testimony shows an A/D adjustment of
$288,388 but Staff Schedule JMM-5 shows an A/D adjustment of $281,388.

5
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end of the test year in the instant case.” The Company’s proposed A/D adjustment
corrects an overstatement in the A/D balance due to the failure to record
retirements in the past.

HAS STAFF PROPOSED A SIMILAR ADJUSTMENT?

No.

WHY NOT?

I do not know.

IS THE COMPANY’S APPROACH TO THE RECONSTUCTION OF A/D
FOR RETIREMENTS WHICH WERE NOT RECORDED IN PRIOR
YEARS CONSISTENT WITH OTHER RATE CASES?

Yes. The most notable examples are the recent Bella Vista Water Company rate

7 While these two cases are

case® and the recent Pima Utility Company rate case.
similar with respect to retirements that were not recorded, in my experience almost
every rate case reflects adjustments to the recorded book PIS and A/D based on a
reconstruction PIS and A/D. The causes vary from using incorrect depreciations

rates, failure to record prior rate case adjustments, failure to record retirements,

plant reclassifications, etc.

3. Contributions-in-aid of Construction (CIAC).
PLEASE DISCUSS THE COMPANY’S ADJUSTMENT TO

CONTRIBUTIONS-IN-AID OF CONSTRUCTION?

In Rebuttal B-2 Adjustment 3, as shown on Schedule B-2, page 2, the Company

reduces accumulated amortization of CIAC by $2,076. This adjustment recognizes

3 Staff Exhibit, MSJ, Table E-2 reflects the year of retirement, the amount for each year, and the plant
account affected.

SBella Vista Water Company, Docket No. W-02465A-09-0411, et al.
"Pima Utility Company, Docket No. W-02199A-11-0329, et al.

6
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the changes to the annually computed composite amortization rates in the
intervening years since the last test year resulting from the Company’s proposed
plant retirements.

DID STAFF PROPOSE A DECREASE TO ACCUMULATED
AMORTIZATION BALANCE?

No.

4. Deferred CAP Charges.
PLEASE DISCUSS THE COMPANY’S ADJUSTMENT TO DEFERRED

CAP CHARGES?

In Rebuttal B-2 Adjustment 4, as shown on Schedule B-2, page 2, the Company
reduces Deferred CAP Charges by $23,173. This adjustment is similar to Staff’s
proposed adjustment to Deferred CAP charges.® 1 should note, the Staff
recommended balance and adjustment contained an error.  After informal

discussions with Staff it was agreed the adjustment should be $23,173.

5. Remaining Issues in Dispute.

a. Deferred CAP Liability.
PLEASE DISCUSS THE STAFF RECOMMENDATION FOR DEFERRED

CAP LIABILITYTO BE USED AS AN OFFSET TO THE DEFERRED CAP
SURCHARGE ASSET IN RATE BASE?

Staff proposes a deferred CAP liability totaling $1,075,643.” However, after a

review of the Staff recommended balance an error was discovered. The corrected

$Michlik Direct. at 11.

°Id. at 11. Please note: Staff’s testimony appears to have a typo. The testimony shows a Deferred CAP
Liability adjustment $1,076,180 but Staff Schedule JMM-8 shows a Deferred CAP Liability of
$1,075,643.

7
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balance is $1,081,072. Staff has agreed with this revised balance through informal
discussions. That said, Staff justifies its recommendation to create a deferred CAP
liability by claiming that an offsetting liability to the deferred CAP charges asset
would recognize that ratepayers have funded the CAP charges. "

WHAT IS A DEFERRED LIABILITY?

Based on the Staff reasoning that the Deferred CAP Charge account was funded by
ratepayers, [ assume it is like CIAC or advances-in-aid of construction (“AIAC”),
which are deferred credits, where the funds to construct plant did not come from
investors but rather third-parties such as developers. In ratemaking, we recognize
CIAC and AIAC as deductions in rate base offsetting the corresponding PIS
investment to reflect this fact.

WHY DOES THE COMPANY DISAGREE WITH THE STAFF
RECOMMENDATION?

Staff’s recommendation to create a deferred liability account equal to the Deferred
CAP Charges (asset) account and then use it as a deduction in rate bases to offset
the Deferred CAP Charges balance does not square the facts and circumstances
surrounding the authorized treatment of the CAP Hook-up Fee and the CAP
Surcharge in the prior rate case.

PLEASE EXPLAIN.

In Decision 62450 (April 14, 2000), the Commission ordered that both the CAP
Hook-up Fees and the CAP Surcharges collected by the Company were to be
treated as revenues and not treated as deferred credits, like CIAC or AIAC, or as

deferred liabilities."! Decision 62450 clearly rejected Staff’s recommendation to

lold

" See Decision 62450 at 10.
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treat the CAP Hook-up Fee as a deferred credit.'”> More importantly, these two
revenue sources were part of the Company’s authorized revenue requirement in the
last rate case.”” In fact, including these two sources of revenues in the revenue
requirement Kept the base rates to ratepayers lower than they otherwise would have
been. In other words, ratepayers were “subsidized” by these revenues. Staff admits
they were treated as revenues in the last rate case but now seeks to re-characterize
the revenues as deferred credits.'*

WHAT IS WRONG WITH THAT?
Staff appears to want a second bite at the apple. In the last rate case, Staff’s position
was to treat the CAP Hook-Up Fee as a deferred credit.”” However, Staff’s
position in the prior rate case was rejected.16 Re-characterizing previously
authorized revenues into something like CIAC or AIAC or a deferred liability is a
type of retroactive ratemaking which should not be countenanced by the
Commission.

WHAT IS RETROACTIVE RATEMAKING?

Retroactive rate-making is defined as “the setting of rates which permit a utility to
recover past losses or which require it to refund past excess profits collected under
a rate that did not perfectly match expenses plus rate-of-return with the rates
actually established.”"” In other words, regulators are prohibited from making a

retrospective inquiry to determine whether a prior rate was reasonable and

21

BId at 12.
"Michlik Direct at 10.
BDecision 62450 at 10.

]6Id

VState ex rel. Util. Consumers' Council of Mo., Inc. v. Pub. Serv. Comm’n, 585 S.W.2d 41, 59 (Mo. banc

1979).

9
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imposing a retrospective “fix” such as a surcharge when rates were too low or a
refund when rates were too high. Retroactive ratemaking is prohibited.'®

WHY WOULD THE INCLUSION OF A DEFERRED CAP LIABILITY AS
AN OFFSET THE COMPANY’S DEFERRED CAP CHARGES ASSET
CONSTITUTE RETROACTIVE RATEMAKING?

As I already stated, Staff is re-characterizing past revenues and turning them into
something like AIAC or CIAC. The result is to reduce past revenues and earnings
which the Company was authorized to recover through the rates it was authorized
to charge. Staff does not explain the entries necessary to establish its
recommended deferred CAP liability account. But, when a $1,081,072 deferred
liability account is established, the balancing entry must be a reduction to revenues.
Ultimately, the revenue reduction reduces shareholder equity. The impact of the
Staff approach is no different than imposing a refund similar to the retroactive
“fix” discussed above.

DID RATEPAYERS FUND THE DEFERRED CAP CHARGES?

Only in the sense that ratepayers paid rates which funded the Company’s revenue
requirement; no more and no less. Revenues from these two sources did not take on
the characteristic of AIAC and/or CIAC simply because ratepayers paid these
charges. They were in fact part of the Company’s earnings which flowed to
shareholder equity net of expenses. These revenues, net of expenses, are no less
shareholder “funds” than any other earnings flowing out of the revenue

requirement.

®Mountain States Telephone and Telegraph Co. v. Ariz. Corp. Comm’n, 124 Ariz. 433, 436, 604 P.2d
1144, 1147 (App. 1979), citing Arizona Grocery Co. v. Atchison, T. &S.F. Railroad Co., 284 U.S. 370

10
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WHAT ARE THE PROPORTIONS OF REVENUES GENERATED FROM
CAP HOOK-UP FEES AND CAP SURCHARGES AND WHO PAID THE
THEM?

Through the end of the test year, developers paid CAP hook-up fees comprising
about 75 percent of the revenues from these two sources and ratepayers paid the
remaining 25 percent through the CAP Surcharge.19 Clearly, the majority of
revenues were collected from developers, not ratepayers as suggested by Staff. 2
WERE THE REVENUES FROM THE CAP HOOK-UP FEE AND THE CAP
SURCHARGE RESTRICTED IN THEIR USE?

Yes. The revenues from these two sources were to be used solely for CAP-related
expenses and capital items.”’ However, the restrictions placed on these revenues
did not change the fundamental nature of these funds; they were revenues.

WERE INCOME TAXES PAID ON THE CAP REVENUES?

Yes. The shareholder ultimately paid the taxes.

WERE ANY AMOUNTS DEDUCTED FROM THE CAP ACCOUNT TO
REIMBURSE SHAREHOLDERS FOR THE TAXES?

No. The shareholder will be left holding the bag so to speak and incur severe
financial harm if these revenues are re-characterized as Staff proposes.

DOES THE COMPANY’S DEFERRED CAP SURCHARGE ASSET
RESPRESENT EXCESS FUNDS FROM THE COLLECTION OF CAP
HOOK-UP FEES AND CAP SURCHARGES?

No. The Deferred CAP Surcharge balance represents the un-amortized portion of

the cost of acquiring an additional CAP allocation of 1,071 a.f. in 2007 for

YMichlik Direct at 30.
074 at 11.
MDecision 62450 at 11.

11
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approximately $750,000 and unused long-term storage credits (“LTSC”). Both of
these Deferred CAP Surcharge components comprise the Company’s investment
and not the ratepayer’s investment. This asset ultimately benefits ratepayers. And,
both components arose out the authorized use of the revenues as stated in Decision
62450.”

HAS STAFF TAKEN ISSUE WITH THE USE OF THE CAP HOOK-UP
FEES AND/OR THE CAP SURCHARGES IT HAS COLLECTED?

Not that I am aware. The revenues were used solely for CAP-related expenses and
capital items as was ordered in Decision 62450.%

HOW IS THE DEFERRED CAP SURCHARGE INVESTMENT A BENEFIT
TO RATEPAYERS?

There are several reasons. First, the Company’s investment in its CAP allocation
provides an assurance of a long-term water supply. Second, the Company may use
its long-term storage credits to offset future CAGRD excess pumping water
charges when there are outages on the canal shielding the ratepayer from the excess
pumping water charges. Finally, revenues from the sale of LTSCs help to
subsidize rates to customers. The adjusted test year revenues recommended by
both parties include over $40,000 of revenues from the sale of LTSCs, which will
keep rates charged to ratepayers lower than they otherwise would be.

IF THE COMMISSION WERE TO DENY RECOGNITION OF THE
DEFERRED CAP SURCHARGE ASSET IN RATE BASE, SHOULD THE
TEST YEAR REVENUES BE REDUCED BY THE REVENUES FROM THE
SALE OF LTSCS?

21
23 ] d
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Yes. And, ratepayers should make up the difference through the rates they pay. As
the Company would further explain in briefing, to allow ratepayers to benefit from
the Company’s investment through a subsidization of their rates without
recognition of the investment in rate base would constitute a taking of the
Company’s property and would not be just and reasonable.

THE ADJUSTED TEST YEAR REVENUES ALSO INCLUDES $110,000 OF
CAP HOOK-UP FEE REVENUES. CORRECT?

Yes. The adjusted test year revenues recommended by both parties include
$110,000 of revenues from CAP Hook-Up Fees. I find it astonishing that Staff,
who now wants to retroactively change the nature of the CAP Hook-Up Fee from
revenues to something like AIAC or CIAC, has not recommended the exclusion of
these revenues. After all, if the fees are ultimately going to be treated as CIAC
and/or AIAC like, then the receipt of those fees would not be revenues. Staff can’t
have it both ways. If the Commission were to adopt the Staff recommendation to
include a deferred CAP liability in rate base, which it should not for the reasons
stated above, then the $110,000 should be removed from test year revenues and
ratepayers make up the difference through the rates they pay.

DOES THE COMPANY HAVE UNEXPENDED CAP HOOK-UP FEE AND
CAP SURCHARGE RECEIPTS?

Yes. At the end of the test year the company had approximately $1.9 million of
unexpended amounts.* Currently, the balance is approximately $1.6 million;
which is the amount available for design and construction of the CAP pipeline

currently estimated to cost about $2 million.

2*Michlik Direct at 30.
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IS IT THE COMPANY’S INTENTION TO USE THE REMAINING FUNDS
FOR THE CONSTRUCTION OF INFRASTRUCTURE TO RECEIVE CAP
WATER DIRECTLY?

Yes. These remaining funds will help pay the cost of the planned CAP pipeline.
And, once the CAP pipeline is constructed and placed into service there will be no
“excess” CAP funds. Further, consistent with the fact that the remaining
unexpended funds will be used for the CAP pipeline are from revenues, the
infrastructure costs should be recognized as the shareholder’s investment and not
as CIAC or AIAC funded investment.

WOULD THE COST OF THE CAP PIPELINE BE CONSIDERED AN
AUTHORIZED EXPENDITURE OF THE CAP REVENUES AS
CONTEMPATED BY DECISION 62450?

Yes.

b. Excess Capacity.
PLEASE COMMENT ON THE COMPANY’S DISAGREEMENT WITH

THE STAFF RECOMMENDED EXCESS CAPACITY ADJUSTMENTS.

The Company disagree with the Staff recommended excess capacity adjustments.
This issue is discussed in the Rebuttal Testimony of Kara D. Festa. P.E..

INCOME STATEMENT (C SCHEDULES)

PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING TO
THE INCOME STATEMENT AS SHOWN ON SCHEDULES C-1 AND C-2.

The following is a summary of adjustments shown on Schedule C-1:
Adjustment 1 annualizes depreciation expense. Annualized depreciation

expense is lower reflecting the Company’s proposed retirements.

14
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WHY IS THERE A DIFFERENCE BETWEEN THE COMPANY
RECOMMENDED DEPRECIATION EXPENSE AND THE STAFF
DEPRECIATION EXPENSE?
There are two reasons. First, Staff includes depreciation of $(14,940) for account
348 — Other Tangible Plant. But, this account is fully depreciated. This is an error
that should be corrected. Second, Staff’s plant balances are lower for some
accounts because of Staff’'s recommended excess capacity adjustment and
retirement adjustment; which the Company has not adopted.
THANK YOU. PLEASE CONTINUE.
Adjustment 2 changes the property taxes to reflect the Company’s rebuttal
proposed revenues. Staff and the Company are in agreement on the method of
computing property taxes. This method utilizes the ADOR formula and inputs two
years of adjusted revenues plus one year of proposed revenues. I computed the
property taxes based on the Company’s proposed revenues, and then used the
property tax rate and assessment ratio that was used in the direct filing.

Adjustment number 7 reduces management fees by over $91,000 to reflect
the Company’s revised cost of providing management services.
PLEASE EXPLAIN?
The Company’s cost estimate used in the preparation of the initial filing contained
an error. The Company’s revised cost estimate corrects the error. Staff was
notified of the error and provided a revised computation on December 20, 2012,
in revised response to Staff data request IMM 2-5.
HAS STAFF REFLECTED THE REVISED COST ESTIMATE ITS
SCHEDULES? IF NOT, WHY NOT?

15
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A. No. Staff does not provide an explanation. Instead, despite the further reduction
to the management fees, Staff only offers criticism of the Company’s cost
allocation and the value of the management services provided by TEM Corp.

Q. WHAT IS THE COST PER CUSTOMER FOR THE MANAGEMENT
FEES?

A. The revised management fee is $126,683 annually which translates to $2.73 per
customer per month.

Q. IS THIS A REASONABLE COST?

A. In my view, it is very reasonable. I make my judgment based upon several factors.
First, if the Company were to hire employees directly as full time employee to
perform the same services as provided by the TEM plus the office costs such as
office rent, insurance, and utilities, it would cost well over 3 times the amount
included in the adjusted test year operating expenses.” Second, if the Company
were to hire the TEM employees directly as full time employees plus the office
costs such as office rent, insurance, and utilities, it would also cost about 3 times
the amount included in the adjusted test year operating expenses.’® Third, third-
party services similar to the services provided by TEM would cost at least 2.25

times amount included in the adjusted test year operating expenses.27

2 Based upon the American Water Works Association 2009 Compensation Survey, the average
compensation for a financial executive, controller, and 2 entry level accountants would be $123,110,
$97,940, and $85,598. With benefits and payroll taxes, the total compensation would total nearly
$400,000 annually. Adding a reasonable amount for office costs such as office rent, insurance, utilities,
etc. of $30,000, the total cost would be at least $430,000 annually. The adjusted test year expenses
include approximately $136,000 of management fees or less than a third the cost of this alternative.

26 Based upon the current compensation of each TEM employee who provides services to the Company
With benefits and payroll taxes, the total compensation would total over $350,000 annually. Adding a
reasonable amount for office costs such as office rent, insurance, utilities, etc. of $30,000, the total cost
would be at least $380,000 annually. The adjusted test year expenses include approximately $136,000 of
management fees or a little more than a third the cost of this alternative.

?7 The Company recently obtained a proposal from LaVoie & Company, P.C for services similar to the
services TEM provides totaling over $170,000 annually. Of course, there would still be a need for a full
time executive/manager at the Company to oversee tll%e third-party work and manage the Company. This
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MR. BOURASSA, WOULD A SMALL COMPANY LIKE VWC HIRE FULL
TIME EMPLOYEES TO PERFORM THE SERVICES TEM PROVIDES?
Let me premise my answer by saying that there is no question small companies
need the kinds of services TEM provides. This Commission knows full well the
operational and financial problems of small utilities and the disruptions in service a
poorly managed small utility can cause. The question comes down to affordability.
Small utilities typically cannot afford to hire full time qualified employees to
perform the necessary management and accounting functions; which is exactly why
many have significant operational, management, and/or financial problems. VWC
has the benefit of leveraging the economies of scale TEM provides.

DOES THE COMPANY’S PAYMENT OF MANAGEMENT FEES HELP
TO LOWER THE COSTS OF THE OTHER ENTITIES TO WHICH TEM
PROVIDES SERVICES?

Yes it does, in the same sense that VWC’s costs are lower because it shares costs.
Rather than hiring full time employees, VWC benefits by “sharing” employee time
with other companies. Having a contractual relationship with TEM is not the
undesirable circumstance Staff appears to make it out to be.?®

DID THE COMPANY PROVIDE SUPPORT FOR THE MANAGEMENT
FEES?

Yes. The Company provided: (1) wages and salary information;(2) a listing of all

services provided by each TEM employee on a daily, weekly, monthly, and annual

employee would not be a low level, low skilled person and would have to have the management and
financial skills of a least a controller/accounting manager. According the American Water Works
Association 2009 Compensation Survey the annual compensation required would be $97,940 plus benefits
totaling $127,322. Adding a reasonable amount for office costs such as rent, insurance, utilities, etc., of
$10,000, the total cost would be at least $307,000 annually. The adjusted test year expenses include
approximately $136,000 of management fees or a little more less than half the cost of this alternative.

2 Michlik Direct at 15-20.
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basis; (3) a copy of TEM’s general ledger detail for all indirect costs such as office
rent, utilities, and insurance; (4) supporting documentation for all indirect costs as
requested by Staff; and, (5) and a cost allocation worksheet.”

DID THE COMPANY PROVIDE GENERAL LEDGER DETAIL OF TEM
CORP.?

Yes. Contrary to Staff’s assertion, the Company did provide relevant general

** The Company provided

ledger detail in support of the costs it seeks in this case.
both the relevant excerpts from the ledger and the supporting documentation for
the TEM allocated costs the Company seeks to include in the management fee.
The Company did not provide the entire general ledger and supporting information
relating to other entities because the Company is not seeking to recover any of
those costs; this information is irrelevant to the issue at hand.

WERE THE TEM COSTS ALLOCATED ON A “VAGUE GUESSTIMATED
PERCENTAGE” AS MR. MICHLIK ASSERTS ON PAGE 21 OF HIS
TESTIMONY?

No. The wages and salaries were based upon each TEM employee’s estimate of
the time necessary to perform all the work they perform on a daily, weekly,

monthly, and annual basis on behalf of VWC. These employees have been with

TEM for many years and have the experience of many years working on Company

- related matters. They know best the amount of their total time they devote to

Company related matters.
The remaining other costs such as insurance, office rent, utilities, computer
services, etc. where either allocated on a weighted percentage of employee time or

at a rate of 100% when the cost was directly related to VWC. These allocation

®See, e.g., Company’s Response to Staff Data Request 2.5 (revised).
*Id. at 24.
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rates are not unreasonable nor do they violate the NARUC cost allocation
guidelines. In the end, whether you agree or disagree with the allocation
methodology, the results (the cost per customer per month) are much lower than
the alternatives; even from third-party vendors.

PLEASE RESPOND TO STAFF’S RECOMMENDATION THE COMPANY
OBTAIN AT LEAST 5 BIDS FROM THIRD-PARTY VENDORS FOR
MANAGEMENT SERVICES EVERY THREE YEARS?

I have at least two responses. First, I do not think 5 vendors exist in Arizona which
would be able provide the same services to VWC as TEM provides. Even if there
are, not all of them may be willing to provide a bid. As noted in Mr. Volpe’s
testimony, recently, the Company has sought bids from several vendors. Thus far,
only one vendor has responded with a bid. A second vendor responded they were
not interested in submitting a bid at this time because they cannot handle the
additional work. Mr. Volpe discusses his efforts to obtain bids in his testimony.
Other vendors may not want to submit bids when there is a highly likelihood the
Company will continue under its current arrangement; one that is the least costly to
VWC. Second, and perhaps more importantly, since the Company cannot
unilaterally increase or decrease its utility rates in response to new bids obtained
every three years, obtaining bids seems to be an exercise in futility in addition to
being administratively burdensome. Having established a fair and reasonable
management fee in the instant case and then revisiting the fee in the next rate case
seems to me to be the most prudent and reasonable course of action.

PLEASE CONTINUE WITH YOUR DISCUSSION OF THE COMPANY’S
REBTUTTAL PROPOSED REVENUE/EXPENSE ADJUSTMENTS.

19
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Adjustment number 4 moves increases water testing expense by $9,761 based upon
Staff’s reccommendation.’’

Adjustment number 5 reduces miscellaneous expense by $1,311 based upon
Staff’s recommendation.

Adjustment numbers 6 through 9 are intentionally left blank.

Adjustment 10 reflects income taxes based upon the Company adjusted test
year revenue and expense.
HAS THE COMPANY UPDATED ITS INCOME TAX COMPUTATION TO
CONFORM TO THE RECENT COMMISSION DECISION ON INCOME
TAXES FOR PASS-THROUGH UTILITIES?
Yes. Decision 73739 (Feb. 22, 2013) requires the specification of the individual
filing status of all individual owners. Accordingly, the Company updated the tax
filing status of some individual owners from Single to Married Filing Jointly or
Married Filing Separately. In the direct filing, all individual owners were assumed
to file as Single.
DID THE EFFECTIVE INCOME TAX RATE CHANGE?
Yes. The overall federal and state effective income tax rate at proposed revenue is
now about 22.1 percent whereas in the direct filing it was about 25.4 percent. The
reduction was not all due to the change in filing status of some individual owners.
The effective income tax rate also decreased because the Company is requesting a
lower revenue requirement.
DID YOU COMPUTE THE EFFECTIVE TAX RATE ASSUMING VWC
WAS A SUBCHAPTER C CORPORATION?

3'Michlik Direct at 12.
214 at 12.
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Yes. The overall federal and state effective income tax rate assuming VWC was a
stand-alone C-Corp. is 38.6 percent. Following Decision 73739, I employed the

lower tax rates when computing the income taxes for VWC.

1. Remaining Revenue/Expense Issues

PLEASE COMMENT ON THE STAFF RECOMMENDATION TO
INCREASE PURCHASED WATER EXPENSE BY $47,911?

The Company disagrees with Staff recommendation to increase purchased water
expense for two reasons. First, Staff’s recommendation is based upon a normalized
purchased water expense which reflects the mean average of CAP water rates 5
years into the future.>> The CAP rates for 2015 to 2018 are only advisory and are
not firm. As a result, they are not truly known and measurable.** There is a high
degree of uncertainty with respect to the rate CAP may ultimately charge in the
future; particularly 5 years hence. There is also uncertainty with respect to how
much the purchased water cost the Company will defer through LTSCs. The only
thing we know with any degree of certainty is that the CAP rates will increase.
However, this does not make Staff’s normalized amount known and measurable.
Second, the Company’s recommendation to include a true-up to actual CAP
purchased water costs in its CAP surcharge adjuster mechanism removes all
uncertainty and insures the Company does not recover any more or any less than

the actual expense incurred — which is fair to both the Company and to ratepayers.

31d at 12.
M1d at 11-12.
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I11.

RATE DESIGN (H SCHEDULES).

WHAT ARE THE COMPANY’S PROPOSED RATES

SERVICE?
The Company’s proposed rates are:
MONTHLY SERVICE CHARGES
5/8” x 3/4” Meter
3/4” Meter
1”” Meter
1 1/2” Meter
2” Meter
3” Meter
4 Meter
6 Meter

Gallons in minimum
COMMODITY RATES
5/87X3/4” -Residential

5/8°X3/4” - Commercial

3/4” - Residential

3/4” Meter — Commercial

22

1 to 3,000
3,001 to 10,000
Over 10,000

1 to 10,000
Over 10,000

1 to 3,000
3,001 to 10,000
Over 10,000

1 to 10,000
Over 10,000

FOR WATER

14.92
22.38
37.30
74.30
119.36
238.72
372.99
745.99

$3.00
$3.75
$4.50
$3.75

$4.50
$3.00
$3.75
$4.50
$3.75
$4.50
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1” Meter 1 to 25,000 $3.75

Over 25,000 $4.50
1 2" Meter . 1 to 50,000 $3.75
Over 50,000 $4.50
2” Meter 1 to 80,000 $3.75
Over 80,000 $4.50
3” Meter 1 to 160,000 $3.75
Over 160,000 $4.50
4” Meter 1 to 250,000 $3.75
Over 250,000 $4.50
6” Meter 1 to 500,000 $3.75
Over 500,000 $4.50
CAP Recovery Fee (per 1,000 gallons) *removed
CAP Surcharge (per 1,000 gallons) *to be determined
CAP Hook-up Fee See Schedule H-3, page 4.

WHAT WILL BE THE 5/8X3/4 INCH RESIDENTIAL CUSTOMER
AVERAGE MONTHLY BILL UNDER THE PROPOSED RATES?

As shown on Schedule H-2, page 1, the average monthly bill under proposed rates
for a 5/8x3/4 inch residential customer using an average 6,720 gallons is $37.87 —a
$2.19 decrease from the present monthly bill or a 5.47 percent decrease.

HAVE YOU MADE ANY CHANGES TO THE RATE DESIGN FROM THE
DIRECT FILING?

Yes. I have lowered the first tier commodity rate and increased the price
differential between the commodity rates in a move to set the commodity rates
more like Staff recommended commodity rates. With these changes, the

Company’s proposed rates continues to provide somewhat more revenue stability
23
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than the current rate design in that it provides for about 37.5 percent of the revenue
requirement from monthly minimums whereas under present rates about 34 percent
of revenues are derived from the monthly minimums. As I stated in my direct,
generally the portion of revenue derived from the monthly minimums should be in
the range of 40 to 50 percent and ideally closer to 50 percent. So, the Company
rate design is less stable than I would like. However, the proposed rate design
achieves an appropriate balance for this case given the constraints in moving from
the current single tier rate design to an inverted tier design with more revenue
stability.

PLEASE COMMENT ON THE PROPOSED RATE DESIGN OF STAFF.
Like the Company, Staff is proposing an inverted three tier design for the 5/8x3/4
inch metered residential customers and an inverted two tier design for the small
commercial and irrigation customers as well as all 1 inch and larger metered
customers.” Staff’s break-over points are similar to the Company’s and increase
with meter size. The major differences between the Staff and the Company rate
designs is the Staff design provides for a lower first tier commodity rate than the
Company and the price differential between the commodity rates is narrower at
$0.75 compared to $1.05 under the Staff rate design.

WHY ARE YOU RECOMMENDING NARROWER PRICE
DIFFERENTIALS BETWEEN THE COMMODITY RATES?

This will provide greater stability with respect to the commodity revenues.
Commodity rate revenues under an inverted tier rate design are inherently volatile.
The revenue volatility is due to the fact that an increasing block rate anticipates

recovering greater proportions of revenues at higher levels of consumption. When

»See Staff Schedule JIMM-17, page 1 of 2.
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more revenues are expected to be recovered at the higher priced commodity rates
(due wider price differentials between the commodity rates) and conservation takes
place, a greater amount of révenues are lost.

1. Other Tariff Changes.
IS THERE ANY DISAGREEMENT BETWEEN THE COMPANY AND
STAFF ON THE COMPANY’S PROPOSED METER AND SERVICE LINE
INSTALLATION CHARGES?
No. The Company and Staff are in agreement.
IS THERE ANY DISAGREEMENT BETWEEN THE COMPANY AND
STAFF ON THE COMPANY’S PROPOSED MISCELLANEOUS
CHARGES?
No. The Company and Staff are in agreement.
IS THERE ANY DISAGREEMENT BETWEEN THE COMPANY AND
STAFF ON THE COMPANY’S PROPOSED NON-CAP HOOK-UP FEE?

No. The Company and Staff are in agreement.

2. Remaining Issues in Dispute.

a. CAP Surcharge Adjuster Mechanism.

HAVE YOU PREPARED AN UPDATE TO THE CAP SURCHARGE
ESTIMATE BASED ON RECENT DEVELOPMENTS WITH RESPECT TO
THE CAP PIPELINE COSTS AND THE WHEELING FEES FROM THE
CITY OF TUCSON?

Yes. I have attached an updated CAP surcharge calculation and have included it as
Exhibit TIB-RB-RB1. The updated computation reflects the most current CAP
pipeline cost estimate as well as the most current cost estimate from the City of

Tucson for wheeling CAP water to the Company’s service territory. Mr. Volpe
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discusses the recent developments regarding the status of the project and
negotiations with the City of Tucson in his testimony. That said, as shown, the
indicated year 1 CAP surcharge (per 1,000 gallons) is estimated to be $2.61.
PLEASE COMMENT ON STAFF’S RECOMMENDATION TO EXCLUDE
THE ANNUAL DEPRECIATION AND RETURN ON INVESTMENT
COMPONENTS FROM THE SURCHARGE CALCULATION?

Staff asserts that the funds in the CAP are not the Company’s funds so it should not
receive a return of or a return on the CAP project investment.*® In other words, the
remaining balance of the restricted revenues in the CAP account is a deferred credit
like CIAC or AIAC. Staff goes as far to state that treating the funds as CIAC is an
efficient and reasonable manner to effectuate a refund to ratepayers for excess
funds collected over CAP expenditures.*’

The Company disagrees with Staff for two important reasons. First, unless
and until the Commission determines that there are excess CAP funds, there is no
basis for a refund. The CAP pipeline is a valid capital expenditure under Decision
62450. And, despite missing a deadline for the submission of plans,”® that issue
has been fully resolved and the Company will still be able to meet the original
December 31, 2015 deadline to have CAP water delivered to its service territory.39
At this point, there is less money in the CAP account than the projected cost of the
CAP pipeline. The Company anticipates there will be no excess CAP funds once
the CAP pipeline is completed and placed into service. Second, if there are no
excess CAP funds because all of the CAP revenues were spent on CAP-related

expenses and/or capital items as authorized in Decision 62450, then the revenues

**Michlik Direct at 31 and 33.
1d. at 31.

#Id. at 28.

Decision 62450 at 15.
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collected by the Company are shareholder funds and the Company should receive
recognition of its investment. To re-characterize these revenues as CIAC is
retroactive ratemaking. See my discussion on pages 9 through 10, above. In
addition, since the sharcholder has paid taxes on the CAP revenues, the shareholder
will incur sever financial harm. See my discussion on page 11.

PLEASE COMMENT ON STAFF’S RECOMMENDATION TO EXCLUDE
THE CAP M&I AND CAPITAL CHARGES FROM THE SURCHARGE
CALCULATION.

Staff recommends excluding the CAP M&I and capital charges from the CAP
surcharge computation because Staff has normalized the test year purchased water
expense using provisional CAP rates through 2018. 1 have explained the
Company’s reason for disagreeing with the normalization of the purchased water
costs at page 20. The bottom line is the Company’s proposal to include the CAP
delivery and capital charges as a true-up in the computation removes all uncertainty
with respect future CAP rates and the Company will not over or under collect the

expense.

b. CAP Hook-UP Fee.

ON PAGE 31, MR. MICHLIK RECOMMENDS THE CAP HOOK-UP FEE
BE TREATED AS CIAC IN THE FUTURE. PLEASE COMMENT.

Staff’s recommended test year revenue is inconsistent with its position on the CAP
Hook-Up Fee. Let me explain. The Company recommends the CAP Hook-up Fee
continue to be treated as revenue. Accordingly, the Company included $110,000
of CAP Hook-Up Fee revenue in its adjusted test year revenues. Staff accepted the
Company’s adjusted test year revenues and did not remove the $110,000. But, if

the CAP Hook-Up Fee is to be treated as CIAC, then the $110,000 of revenues will
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not exist. If the Commission decides to treat the CAP Hook-Up Fee as CIAC in
the future, these revenues must be removed from the test year revenues and
ratepayers will have to pay rates sufficient to make up the difference.

WHY IS THE COMPANY RECOMMENDING TO CONTINUE TO TREAT
THE CAP HOOK-UP FEE AS REVENUE?

The revenues help to keep rates lower to ratepayers than they otherwise would be,
just as they did in the prior rate case.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes.
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Vail Water Company EXHIBIT TJB-RB-RB1
CAP Surcharge Mechanism Page 1
Computation of CAP Surcharge (Year 1) - Updated Based upon Latest Information
Line

Component 1 - Annual Depreciation

1] CAP Project Costs $ 1,956,321
[2]  Composite Depreciation Rate 2.00%
[3]  Depreciation [1]x[2] $ 39,126

Component 2 - Annual CAP M&I Charges
[4] CAP Allocation (a.f.) 1,857

[5] M&I Charges (per a.f.) using 2013 firm rate $ 129.00
[6] Total M&l Charges [4]x[5] $ 239,553
Component 3 - Annual Tucson Water Wheeling Fees

7 CAP Water Delivered to Vail Service Territory (a.f.) 1,100
[8] Wheeling fee (per a.f.) $ 601.77 *
[9]  Total Wheeling Fees $ 661,947

Component 4 - Annual Recharge Credits
[10] CAP Water Recharged (a.f.) [4]-[7] 757

[11] M&I Charges (per a.f.) = [5] $ 129.00
[12] Total Recharge Credits for Future Use -[10]x[11] $ (97,653)
Component 5 - Return on Investment plus Income Taxes

[13] CAP Project Costs =[1] $ 1,956,321
[14] Less: Accumulated Depreciation (sum of prior years depreciation expense) $ -
[18] Net Investment [13] - [14] $ 1,956,321
[16] Authorized Rate of Return 10.10%
[17] Required Return [15]x[16] $ 197,588
[18] Income Tax Factor 1.3045
[19] Total Return plus Income Taxes [17]x[18] $ 257,759
Component 6 - Other CAP-Related Costs/Credits

[20] Test Year Purchased Water $ (199,817)
[21] Prior Year Under (Over) recovery $ -
[22] Other - Specify (provide supporting schedule) $ -
[23] Total Other CAP-Related Costs/Credits [20]+[21]+[22] $ (199,817)
Computation of Commodity Charge

[24] Total Base Cost to be Recovery [3]+[6]+[9]+[12]+[19]+[23] $ 900,916
[25] Gallons sold in prior year (in 1,000's) 344,560
[26] Cost per 1,000 gallons [24]/[25] $ 2.61

B WWWRWWWWWWNRNNRNNRONONNRNSD 2 A oo o z
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*The wheeling fee will contain annual inflators for power and O&M currently estimated to be 8% for power
42  and 3% for O&M.
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Vail Water Company

Test Year Ended December 31, 2011

Computation of Increase in Gross Revenue

Requirements As Adjusted

Fair Value Rate Base

Adjusted Operating Income

Current Rate of Return

Required Operating Income

Required Rate of Return on Fair Value Rate Base
Operating Income Deficiency

Gross Revenue Conversion Factor

Increase in Gross Revenue
Requirement

Adjusted Test Year Revenues

Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement

% Increase

Customer
Classification
(Residential Commercial, Irrigation)
5/8x3/4 Inch Residential
3/4 Inch Residential
1 Inch Residential

5/8x3/4 Inch Commercial

3/4 Inch Commercial
1 Inch Commercial
1/12 Inch Commercial
2 Inch Commercial

5/8x3/4 Inch Irrigation

3/4 Inch Irrigation
1 Inch Irrigation
1/12 Inch Irrigation
2 Inch Irrigation

5/8x3/4 Inch Standpipe
1 Inch Standpipe
3 Inch Construction

Revenue Annualization
Subtotal

Other Water Revenues
Reconciling Amount
Rounding

Total of Water Revenues

SUPPORTING SCHEDULES:
B-1
C-1
C-3
H-1

Exhibit

Rebuttal Schedule A-1
Page 1

Witness: Bourassa

$ 3,315,151

395,119

11.92%

$ 334,830

10.10%

$ (60,288)

1.3038

$ (78,606)

$ 2,334,747

$ (78,606)

$ 2,256,141

-3.37%

Present Proposed Dollar Percent
Rates Rates Increase Increase

1,728,603 $ 1,677,344 % (51,259) -2.97%
55,737 53,999 (1,738) -3.12%
2,132 1,975 (157) -7.38%
3,471 3,773 302 8.71%
1,804 1,841 37 2.07%
4,172 4,035 (137) -3.28%
17,977 156,346 (2,631) -14.64%
67,893 57,822 (10,071)  -14.83%

2,073 2,160 87
5,089 5,280 191 3.75%
17,540 16,901 (638) -3.64%
17,246 16,217 (1,029) -5.96%
113,577 115,693 2,116 1.86%
12,909 9,095 (3,813)  -29.54%
2,256 1,991 (265) -11.74%
37,004 27,561 (9,442)  -25.52%
29,925 29,694 (232) -0.77%
2,119,407 $ 2,040,728 § (78,679) -3.71%
214,637 214,637 - 0.00%
703 776 73 10.38%
- 0.00%
2334746 § 2,256,141 §$ (78,606) -3.37%




Vail Water Company Exhibit
Test Year Ended December 31, 2011 Rebuttal Schedule B-1
Summary of Rate Base Page 1

Witness: Bourassa

Line Original Cost Fair Value
No. Rate base Rate Base
1
2 Gross Utility Plant in Service $ 20,065,753 $ 20,065,753
3 Less: Accumulated Depreciation 3,601,631 3,601,631
4
5 Net Utility Plant in Service $ 16,464,122 $ 16,464,122
6
7 Less:
8 Advances in Aid of Construction 11,374,431 11,374,431
9
10 Contributions in Aid of Construction 2,930,228 2,930,228
11
12 Accumulated Amortization of CIAC (603,756) (603,756)
13
14 Customer Meter Deposits 529,140 529,140
15 Deferred Income Taxes & Credits - -
16
17
18
19 Plus:
20
21 Deferred CAP Charges 1,081,072 1,081,072
22 Prepayments - -
23 Allowance for Working Capital - -
24
25
26 Total Rate Base $ 3,315,151 $ 3,315,151
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41 SUPPORTING SCHEDULES:
42 B-2
43 B-3
44 B-5
45
46
47
48
49

(43}
o



Vail Water Company Exhibit
Test Year Ended December 31, 2011 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 1
Witness: Bourassa

Actual Adjusted
at at end
Line End of Proforma of
No. Test Year Adjustment Test Year
1 Gross Utility
2 Plant in Service $ 20,158,709 (92,956) $ 20,065,753
3
4 Less:
5  Accumulated
6 Depreciation 3,722,176 (120,545) 3,601,631
7
8
9  Net Utility Plant
10 in Service $ 16,436,533 $ 16,464,122
11
12 Less:
13  Advances in Aid of
14 Construction 11,374,431 - 11,374,431
15
16  Contributions in Aid of
17 Construction - Gross 2,930,228 - 2,930,228
18
19  Accumulated Amortization of CIAC (605,832) 2,076 (603,756)
20
21 Customer Meter Deposits 529,140 529,140
22  Accumulated Deferred Income Tax - - -
23 -
24 -
25
26 Plus:
27
28 Deferred CAP Charges 1,104,206 (23,134) 1,081,072
29 Prepayments - - -
30 Materials and Supplies - -
31 Working capital - - -
32 -
33
34 Total $ 3,312,773 $ 3,315,151
35
36
37
38
39
40
41
42
43
44
45 SUPPORTING SCHEDULES: RECAP SCHEDULES:
46 B-2, pages 2 B-1
47
48
49

50
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 -A

Reclassify Retired Plant

Acct.
No.
301
302
303
304
305
306
307
308
309
310
311
320

320.1

320.2
330

330.1

330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

PIS

Description Adjustment
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lake River and Other intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment 1.838
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe 25,642
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip.
Office Furniture and Fixtures (27,480)
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant
1998 ACC Plant Adjustment

TOTALS $ -

SUPPORTING SCHEDULE

Staff Schedule JMM-6
B-2, pages 3.4 to 3.16

Exhibit

Rebuttal Schedule B-2
Page 3.1

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 -B

Retirements Not Recorded

Acct.
No.
301
302
303
304
305
306
307
308
309
310
311
320

320.1

320.2
330

330.1

330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

PIS
Description Adjustment

Organization Cost

Franchise Cost

Land and Land Rights

Structures and Improvements (1,978)

Collecting and Impounding Res.

Lake River and Other Intakes

Wells and Springs

Infiltration Galleries and Tunnels

Supply Mains

Power Generation Equipment

Electric Pumping Equipment (29.,479)

Water Treatment Equipment

Water Treatment Plant

Chemical Solution Feeders

Dist. Reservoirs & Standpipe (61,499)

Storage tanks

Pressure Tanks

Trans. and Dist. Mains

Services

Meters

Hydrants

Backflow Prevention Devices

Other Plant and Misc. Equip.

Office Furniture and Fixtures

Computers and Software

Transportation Equipment

Stores Equipment

Tools and Work Equipment

Laboratory Equipment

Power Operated Equipment

Communications Equipment

Miscellaneous Equipment

Other Tangible Plant

1998 ACC Plant Adjustment
TOTALS $ (92,956)

SUPPORTING SCHEDULE
B-2, page 3.2.1
B-2, pages 3.410 3.16

Exhibit

Rebuttal Schedule B-2
Page 3.2

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1-C

Adjustments to Reconcile to Reconstructed PIS Balance

Acct.
No.
301
302
303
304
305
306
307
308
309
310
311
320

320.1

320.2
330

330.1

330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

Description

Organization Cost

Franchise Cost

Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lake River and Other Intakes
Weils and Springs

Infiltration Galleries and Tunnels

Supply Mains

Power Generation Equipment

Electric Pumping Equipment

Water Treatment Equipment

Water Treatment Plant

Chemical Solution Feeders

Dist. Reservoirs & Standpipe

Storage tanks

Pressure Tanks

Trans. and Dist. Mains

Services

Meters

Hydrants

Backflow Prevention Devices

Other Plant and Misc. Equip.

Office Furniture and Fixtures

Computers and Software

Transportation Equipment

Stores Equipment

Tools and Work Equipment

Laboratory Equipment

Power Operated Equipment

Communications Equipment

Miscelianeous Equipment

Other Tangible Plant

1998 ACC Plant Adjustment
TOTALS

SUPPORTING SCHEDULE

B-2, pages 3.1 and 3.2
B-2, pages 3.4 10 3.16

Exhibit

Rebuttal Schedule B-2
Page 3.3

Witness: Bourassa

Direct Rebuttal Rebuttal
Adjusted Adjusted Plant
Orginal Rebuttal Orginal Per
Cost Adjustments Cost Reconstruction  Adjustment
17,750 - 17,750 17,750 -
399,328 (1,978) 397,350 397,350 -
1,126,979 - 1,126,979 1,126,979 -
2,995 - 2,995 2,995 -
1,553,110 (27,641) 1,525,469 1,525,469 -
1,621,069 (35,857) 1,685,212 1,685,212 -
14,023,034 - 14,023,034 14,023,034 -
12,451 - 12,451 12,451 -
923,082 - 923,082 923,082 -
492,908 - 492,908 492,908 -
7,901 - 7,901 7,901 -
6,553 - 6,553 6,553 .
29,683 (27,480) 2,203 2,203 -
15,621 - 15,621 15,621 -
54,806 - 54,806 54,806 -
15,645 - 15,645 15,645 -
5,190 - 5,190 5,190 -
(149,395) - (149,395) (149,395) -
20,158,709 $ (92,956) $ 20,065,753 $ 20,065,753 $ -
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 -A

A/D rRelated to Reclassified Retired Plant

Acct. PIS Years Depr
No. Description Adjustment (1/2 Conv,) Rate

301  Organization Cost -
302 Franchise Cost -
303 Land and Land Rights -
304  Structures and Improvements -
305 Collecting and Impounding Res. -
306 Lake River and Other Intakes -
307 Wells and Springs -
308 Infiltration Galleries and Tunnels -
309  Supply Mains -
310 Power Generation Equipment -
311  Electric Pumping Equipment 1,838 3.50 3.6%
320 Water Treatment Equipment -
320.1 Water Treatment Plant -
320.2 Chemical Solution Feeders -
330 Dist. Reservoirs & Standpipe 25,642 3.50 2.0%
330.1 Storage tanks -
330.2 Pressure Tanks -
331 Trans. and Dist. Mains -
333 Services -
334 Meters -
335 Hydrants -
336 Backflow Prevention Devices -
339  Other Plant and Misc. Equip. -
340  Office Furniture and Fixtures (27,480) 3.50 6.8%
340.1 Computers and Software -
341 Transportation Equipment -
342  Stores Equipment -
343 Tools and Work Equipment -
344  Laboratory Equipment -
345 Power Operated Equipment -
346 Communications Equipment -
347 Miscellaneous Equipment -
348  Other Tangible Plant -
1998 ACC Plant Adjustment -
TOTALS 3 -

SUPPORTING SCHEDULE
B-2, page 3.1
B-2, pages 3.4t0 3.16

Exhibit

Rebuttal Schedule B-2
Page 4.1

Witness: Bourassa

A/D
Adjustment

232

1,795

(6,540)

(4.514)
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2-B

Retirements Not Recorded

Acct.
No.
301
302
303
304
305
306
307
308
309
310
311
320

320.1

320.2
330

330.1

330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

Description
Organization Cost

Franchise Cost

Land and Land Rights

Structures and Improvements

Collecting and Impounding Res.

Lake River and Other Intakes

Wells and Springs

Infiltration Galleries and Tunnels

Supply Mains

Power Generation Equipment

Electric Pumping Equipment

Water Treatment Equipment

Water Treatment Plant

Chemical Solution Feeders

Dist. Reservoirs & Standpipe

Storage tanks

Pressure Tanks

Trans. and Dist. Mains

Services

Meters

Hydrants

Backflow Prevention Devices

Other Plant and Misc. Equip.

Office Furniture and Fixtures

Computers and Software

Transportation Equipment

Stores Equipment

Tools and Work Equipment

Laboratory Equipment

Power Operated Equipment

Communications Equipment

Miscellaneous Equipment

Other Tangible Plant

1998 ACC Plant Adjustment
TOTALS

SUPPORTING SCHEDULE

B-2, page 3.2
B-2, pages 3.4 t0 3.16

AD
Adjustment

{(1,978)

(29,479)

(61,499)

(92,956)

Exhibit

Rebuttal Schedule B-2
Page 4.2

Witness: Bourassa



Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2-C

Adjustments to Reconcile to Reconstructed A/D Balance

Acct.
No.
301
302
303
304
306
306
307
308
309
310
311
320

320.1

320.2
330

330.1

330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

Description

Organization Cost

Franchise Cost

Land and Land Rights

Structures and improvements

Collecting and Impounding Res.

Lake River and Other Intakes

Wells and Springs

Infiltration Galleries and Tunnels

Supply Mains

Power Generation Equipment

Electric Pumping Equipment

Water Treatment Equipment

Water Treatment Plant

Chemical Solution Feeders

Dist. Reservoirs & Standpipe

Storage tanks

Pressure Tanks

Trans. and Dist. Mains

Services

Meters

Hydrants

Backflow Prevention Devices

Other Plant and Misc. Equip.

Office Furniture and Fixtures

Computers and Software

Transportation Equipment

Stores Equipment

Tools and Work Equipment

Laboratory Equipment

Power Operated Equipment

Communications Equipment

Miscellaneous Equipment

Other Tangible Plant

1998 ACC Plant Adjustment
TOTALS

SUPPORTING SCHEDULE

B-2, pages 4.1 and 4.2
B-2, pages 3.4 t0 3.16

Exhibit
Schedule B-2
Page 4.3

Witness: Bourassa

Direct Rebuttal Rebuttal
Adjusted Adjusted Plant
Orginal Rebuttal Orginal Per
Cost Adjustments Cost Reconstruction  Difference

88,696 (1,978) 86,718 86,062 (656)
352,116 - 352,116 351,804 (312)

31 - 31 30 o)

554,754 (29,247) 525,507 519,000 (6,507)

232,569 (59,704) 172,865 189,065 16,200
2,506,255 - 2,506,255 2,602,370 (3,885)
9,718 - 9,718 9,715 (3)
(11,187) - (11,187) (11,443) (256)
73,245 - 73,245 73,108 (137)
(379) - (379) (381) 3}
3,728 - 3,728 3,726 2)
14,089 (6,540) 7,548 (19,940) (27,488)
11,025 - 11,025 11,021 (4)
32,357 - 32,357 32,342 (15)
2,404 - 2,404 2,399 [C))

2,150 - 2,150 2,148 (1)

(149,395) - (149,395) (149,395) -

3,722,176 % (97,470) $ 3,624,706 $ 3,601,631 $ (23,075)
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Vait

Water Company

Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments

Adjustment 3

Contributions-in-Aid of Construction (C!AC) and Accumulated Amortization

Computed balance at 12/31/2011
Less: Unexpended HUF's
Adjusted C!AC Balance

Adjusted balance at 12/31/2011

Increase (decrease)

Adjustment to CIAC/AA CIAC
Label

SUPPORTING SCHEDULES
E-1
B-2, page 5.1

$ 3,299,762
(369,535)

$
$
$

Gross
CIAC

2,930,228

2,930,228

3a

Exhibit

Rebuttal Scheduie B-2
Page 5

Witness: Bourassa

Accumulated

Amortization
$ 603,756
S 605832
$ (2,076)
$ 2,076
3b
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Vail Water Company
Test Year Ended December 31, 2011
Original Cost Rate Base Proforma Adjustments
Adjustment 4

Deferred CAP Charges

Deferred CAP Charges per Rebuttal
Deferred CAP Charges per Direct
Increase (decrease) in Deferred CAP Charges

Adjustment to Deferred CAP Charges

SUPPORTING SCHEDULES
Staff Schedule JMM-8
Testimony

Exhibit

Rebuttal Schedule B-2
Page 5

Witness: Bourassa

$ 1,081,072

1,104,206
$ (23,134)
$ (23,134)
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Vail Water Company
Test Year Ended December 31, 2011
Computation of Working Capital

Cash Working Capital (1/8 of Allowance

Operation and Maintenance Expense)
Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaid Expenses

Total Working Capital Allowance

Working Capital Requested

Total Operating Expense
Less:

Income Tax

Property Tax

Depreciation

Purchased Water
Pumping Power
Allowable Expenses

1/8 of allowable expenses

SUPPORTING SCHEDULES:
C-1

Exhibit

Rebuttal Schedule B-5
Page 1

Witness: Bourassa

$ 102,794
5,685

8,326

$ 116,805
$ N
Adjusted Test Year
$ 1,939,628
$ 112,385
103,681

564,948

199,817

136,444

$ 822,354
$ 102,794

RECAP SCHEDULES:

B-1
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Vail Water Company
Test Year Ended December 31, 2011
Income Statement

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

Operating Expenses
Salaries and Wages
Employee Benefits
Purchased Water
Purchased Power
Chemicals
Materials and Supplies
Repairs and Maintenance
Office Supplies and Expense
Contractual Services - Engineering
Contractuai Services - Accounting
Contractual Services - Legal
Contractual Services - Mgmt Fees
Contractual Services - Other
Contractual Services - Water Testing
Rents - Building/Real Property
Rents - Equipment
Transportation Expenses
Insurance - Vehicle
Insurance - General Liability
Insurance - Worker's Comp
Reg. Comm. Exp.
Reg. Comm. Exp. - Rate Case
Bad Debt Expense
Miscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax
Interest on Meter Deposits
Total Operating Expenses
Operating Income
Other Income (Expense)
Interest Income
Other income
Interest Expense
Other Expense
Gain (loss) on Disposal of Equip
Total Other Income (Expense)
Net Profit (Loss)

SUPPORTING SCHEDULES:
C-1, page 2

Exhibit
Rebuttal Schedule C-1
Page 1
Witness: Bourassa
Rebuttal Rebuttal
Test Year Test Year Proposed Adjusted
Adjusted Adjusted Rate with Rate
Results Adjustment Results Increase Increase
$ 2,120,110 $ - $ 2120110 $ (78,606) $ 2,041,504
214,637 - 214,637 214,637
$ 2,334,747 $ - $ 2,334,747 $ (78,606) $ 2,256,141
$ 276,984 - $ 276,984 - $ 276,984
12,757 - 12,757 - 12,757
199,817 - 199,817 - 199,817
218,584 (82,140) 136,444 - 136,444
1,732 - 1,732 - 1,732
14,372 - 14,372 - 14,372
28,876 - 28,876 - 28,876
73,301 - 73,301 - 73,301
6,270 - 6,270 - 6,270
10,473 - 10,473 - 10,473
12,933 - 12,933 - 12,933
211,138 - 211,138 - 211,138
15,976 - 15,976 - 15,976
3,906 - 3,906 - 3,906
7,920 - 7,920 - 7,920
8,314 - 8,314 - 8,314
33,154 - 33,154 - 33,154
5,111 - 5,111 - 5111
32,130 - 32,130 - 32,130
3,111 - 3,111 - 3,111
11,946 - 11,946 - 11,946
30,000 - 30,000 - 30,000
6,856 - 6,856 - 6,856
11,424 (1,311) 10,113 - 10,113
570,649 (5,701) 564,948 - 564,948
103,681 (0) 103,681 (1,169) 102,511
106,244 6,141 112,385 (17,148) 95,237
4,981 - 4,981 4,981
$ 2,022,639 $ (83,011) $ 1,939,628 % (18,317) $ 1,921,311
$ 312,107 3 83,011 §$ 395,119 § (60,289) $ 334,830
33,771 - 33,771 33,771
6,090 - 6,090 6,080
(10,496) - (10,496) (10,496)
$ 29,364 $ - b 29,364 $ - $ 29,364
$ 341,472 $ 83,011 $ 424,483 $ (60,289) $ 364,194

RECAP SCHEDULES:

A-1
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Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Revenues
Expenses

Operating
Income

Interest
Expense

Other
income /
Expense

Net Income

Vail Water Company

Test Year Ended December 31, 2011
Adjustments to Revenues and Expenses

Adjustments to Revenues and Expenses

Exhibit

Rebuttal Schedule C-2
Page 1

Witness: Bourassa

1 2 3 4 5 6 Subtotal
Water Intentionally
Depreciation Property Mgmnt Testing Misc. Left
Expense Taxes Fees Expense Expense Blank
(5,701) [(©)] (91,901) 9,761 (1,311) (89,152)
5,701 0 91,901 (9,761) 1,311 - 89,152
5,701 0 91,901 (9,761) 1,311 - 89,152
Adjustments to Revenues and Expenses
7 8 9 10 11 12 Subtotal
Intentionally Intentionally Intentionally
Left Left Left
Blank Blank Blank Income tax
. - - 6,141 (83,011)
- - - (6,141) - - 83,011
- - - (6.141) - - 83,011
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Vail Water Company
Test Year Ended December 31, 2011
Adjustments to Revenues and Expenses
Adjustment Number 1

Depreciation Expense

Non-Depreciable
Adjusted or Fully Depreciated Adjusted
Acct. Original Plant Original
No. Description Cost Cost
301  Organization Cost - -
302  Franchise Cost - -
303 Land and Land Rights 17,750 17,750
304  Structures and Improvements 397,350 397,350
305 Collecting and impounding Res. - -
306 Lake River and Other Intakes - -

307 Wells and Springs 1,126,979 1,126,979
308 Infiltration Galleries and Tunnels - -
309  Supply Mains 2,995 2,995
310  Power Generation Equipment - -
311  Electric Pumping Equipment 1,525,469 1,625,469

320 Water Treatment Equipment - -
320.1 Water Treatment Plant - -
320.2 Chemical Solution Feeders -

330 Dist. Reservoirs & Standpipe 1,685,212 1,585,212
330.1 Storage tanks - -
330.2 Pressure Tanks -

331  Trans. and Dist. Mains 14,023,034 14,023,034

333  Services 12,451 12,451
334  Meters 923,082 923,082
335 Hydrants 492,908 492,908
336 Backflow Prevention Devices 7,801 7,901
339  Other Plant and Misc. Equip. 6,553 6,553
340  Office Furniture and Fixtures 2,203 2,203
340.1 Computers and Software 15,621 15,621
341 Transportation Equipment 54,806 54,806
342  Stores Equipment - -

343  Tools and Work Equipment 15,646 15,645

344  Laboratory Equipment - -
345 Power Operated Equipment - -
346 Communications Equipment - -

Exhibit

Rebuttal Schedule C-2
Page 2

Witness: Bourassa

347  Miscellaneous Equipment 5,190 5,190
348  Other Tangible Plant (149,395) 149,395 -
TOTALS $ 20,065753 $ 149,395 § 20,215,148
Gross CIAC
Less: Amortization of Contributions $ 2,930,228

Total Depreciation Expense

Adjusted Test Year Depreciation Expense
Increase (decrease) in Depreciation Expense
Adjustment to Revenues and/or Expenses

SUPPORTING SCHEDULE
B-2, page 3

Rebuttal
Proposed Depreciation
Rates Expense
0.00% -
0.00% -
0.00% -
3.33% 13,232
2.50% -
2.50% -
3.33% 37,528
6.67% -
2.00% 60
5.00% -
12.50% 190,684
3.33% -
3.33% -
20.00% -
2.22% 35,192
2.22% -
5.00% -
2.00% 280,461
3.33% 415
8.33% 76,893
2.00% 9,858
6.67% 527
6.67% 437
6.67% 147
20.00% 3,124
20.00% 10,961
4.00% -
5.00% 782
10.00% -
5.00% -
10.00% -
10.00% 519
2.64% -
$ 660,819
Amort. Rate
3.2718% $ (95.871)
$ 564,948
570,649
(5,701)
$ (5,701)



Vail Water Company Exhibit

Test Year Ended December 31, 2011 Rebuttal Schedule C-2
Adjustment to Revenues and Expenses Page 3
Adjustment Number 2 Witness: Bourassa

Property Taxes

! Intentionally excluded test year CWP.

Line Test Year Company

No. DESCRIPTION as adjusted Recommended
1 Company Adjusted Test Year Revenues $ 2,334,747 $ 2,334,747
2  Weight Factor 2 2
3 Subtotal (Line 1 * Line 2) 4,669,494 4,669,494
4 Company Recommended Revenue 2,334,747 2,256,141
5 Subtotal (Line 4 + Line 5) 7,004,241 6,925,635
6 Number of Years 3 3
7 Three Year Average (Line 5/ Line 6) 2,334,747 2,308,545
8 Department of Revenue Multilplier 2 2
9 Revenue Base Value (Line 7 * Line 8) 4,669,494 4,617,090
10 Plus: 10% of CWIP - 2010 - -
11 Less: Net Book Value of Licensed Vehicles 22,464 22,464
12 Full Cash Value (Line 9 + Line 10 - Line 11) 4,647,029 4,594,626
13 Assessment Ratio 20.0% 20.0%
14 Assessment Value (Line 12 * Line 13) 929,406 918,925
15 Composite Property Tax Rate - Obtained from ADOR 11.1556% 11.1556%
16 Test Year Adjusted Property Tax Expense (Line 14 * Line 15) $ 103,681 $ 102,511
17 Tax on Parcels - -
18 Total Property Taxes (Line 16 + Line 17) $ 103,681
19 Test Year Property Taxes $ 103,681
20 Adjustment to Test Year Property Taxes (Line 18 - Line 19) $ (0)
21
22 Property Tax on Company Recommended Revenue (Line 16 + Line 17) 3 102,511
23 Company Test Year Adjusted Property Tax Expense (Line 18) $ 103,681
24 Increase in Property Tax Due to Increase in Revenue Requirement $ (1,169)
25
26 Increase in Property Tax Due to Increase in Revenue Requirement (Line 24) $ (1,169)
27 Increase in Revenue Requirement $ (78,606)
28 Increase in Property Tax Per Dollar Increase in Revenue (Line 26 / Line 27) 1.48741%
29
30
31
32
33
34
35
36
37
38
39
40
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 3

Contractual Servioces - Management Fees

Number of test year billings
Additional billings from revenue annualization

Total adjusted test year number of billings

Revised Cost per bill
Total Cost
Direct adjusted management fees

Increase (decrease) in Contractual Services - Management Fees

Adjustment to Revenue and/or Expense

REFERENCE
Work papers

45,819
585

46,404

273
126,683

218,584

Exhibit

Rebuttal Schedule C-2
Page 4

Witness: Bourassa

(91,901)

(91,901)
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 4

Water Testing Expnese

Increase (decrease) in water testing expense

Total increase(decrease) in water testing expense

Adjustment to Revenue and/or Expense

SUPPORTING SCHEDULES
Staff Adjustment #2
Testimony

Exhibit

Rebuttal Schedule C-2
Page 5

Witness: Bourassa

$ 9,761
$ 9,761
$ 9,761
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 5

Miscellaneous Expense

Increase (decrease) in miscellaneouse expense

Total increase(decrease) in miscellaneous expense

Adjustment to Revenue and/or Expense

SUPPORTING SCHEDULES
Staff Adjustment #3
Testimony

Exhibit

Rebuttal Schedule C-2
Page 6

Witness: Bourassa

$ (1,311)
$ (1,311
$ (1,311)
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 6

INTENTIONALLY LEFT BLANK

Exhibit

Rebuttal Schedule C-2
Page 7

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 7

INTENTIONALLY LEFT BLANK

Exhibit

Rebuttal Schedule C-2
Page 8

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2001
Adjustment to Revenues and Expenses
Adjustment Number 8

INTENTIONALLY LEFT BLANK

Exhibit

Rebuttal Schedule C-2
Page 9

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2001
Adjustment to Revenues and Expenses
Adjustment Number 9

INTENTIONALLY LEFT BLANK

Exhibit

Rebuttal Schedule C-2
Page 10

Witness: Bourassa
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses
Adjustment Number 9

INTENTIONALLY LEFT BLANK

Exhibit

Schedule C-2
Page 10

Witness: Bourassa
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Vail Water Company

Test Year Ended December 31, 2011
Adjustment to Revenues and Expenses

Adjustment Number 7

Interest Synchronization

3

Fair Value Rate Base
Weighted Cost of Debt
interest Expense
Test Year Interest Expense
Increase (decrease) in Interest Expense
Adjustment to Revenue and/or Expense
Weighted Cost of Debt Computation

Amount Percent
Debt $ - 0.00%
Equity $ 7,270,669 100.00%
Total $ 7,270,669 100.00%

Exhibit

Schedule C-2
Page 8

Witness: Bourassa

3,315,151
0.00%

$ -

$ -

$ -

Weighted

Cost Cost

0.00% 0.00%
10.10% 10.10%
10.10%
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Vail Water Company
Test Year Ended December 31, 2011
Adjustment to Revenues and/or Expenses
Adjustment Number 10

Income Tax Computation

Revenue

Operating Expenses Excluding Income Taxes
Synchronized Interest

income Before Taxes

Arizona Income Before Taxes

Less: Effective Arizona Income Tax

Rate = 3.0395% '
Arizona Taxable Income

Arizona Income Taxes

Federal Income Before Taxes

Less Arizona Income Taxes

Federal Taxable Income

FEDERAL INCOME TAXES:

Effective Federal Tax Rate = 19.7041% '

Federal Income Taxes

Total Income Tax
Overall Tax Rate

Income Tax
Test Year Income tax Expense
Adjustment to Income Tax Expense

' See work papers/testimony

Exhibit

Rebuttal Schedule C-2

Page 11

Witness: Bourassa

Test Year

Adjusted

Resuits
2,334,747
1,827,243

507,504

507,504

15,426

492,078
156,426
507,504

15,426

492,078

96,960

96,960

112,385

22.14%

112,385
106,244

6,141

Adjusted
with Rate
Increase
$ 2,256,141
1,826,074
$ 430,087
$ 430,087
S 13072
$ 416,995
$ 13,072
$ 430,067
$ 13,072
5 416995
$ 82,165
$ 82,165
S 95237
22.14%
$ 95,237
112,385
$ (17,148)
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25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

Vail Water Company Exhibit
Test Year Ended December 31, 2011 Rebuttal Schedule C-3
Computation of Gross Revenue Conversion Factor Page 1
Witness: Bourassa

Percentage
of
Incremental
Gross
Description Revenues
Combined Federal and State Effective Income Tax Rate 22.145%
Property Taxes 1.158%
Total Tax Percentage 23.303%
Operating Income % = 100% - Tax Percentage 76.697%
1 = Gross Revenue Conversion Factor

Operating Income % 1.3038
SUPPORTING SCHEDULES: RECAP SCHEDULES:
C-3, page 2 A-1



Vail Water Company Exhibit
Test Year Ended December 31, 2011 Rebuttal Schedule C-3
Page 2
Witness: Bourassa
GROSS REVENUE CONVERSION FACTOR

Line ® ® © © ] M
No, Description
Calculation of Gross Revenue Conversion Factor:
1 Revenue 100.0000%
2 Uncollecible Factor {Line 11) .0000%
3 Revenues (L1-L12) 100.0000%
4  Combined Federal and State income Tax and Property Tax Rate (Line 23) 23.3027%
§ Subtotal (L3 - L4) 76.6973%
6 Revenue Conversion Factor {L1/L5) 1.303827
C: of L ible Factor.
7 Unity 100.0000%
8 Combined Federal and State Tax Rate (Line 17) 22.1447%
9 One Minus Combined Income Tax Rate (L7 -18) 77.8553%
10 Uncollectible Rate 0.0000%
1t Uncolfectible Factor (L9 * L10) 0.0000%
Calculation of Effective Tax Rate,
12 Operating Income Before Taxes (Arizona Taxable Income} 100.0000%
13 Arizona State Income Tax Rate .0395%
14 Federal Taxable Income (L12 - L13) .9605%
15 Applicable Federal Income Tax Rate (Line 53) 7041%
16 Effective Federal Income Tax Rate (L14 x L15) 1052%
17 Combined Federal and State Income Tax Rate (113 +L186) 22.1447%
Calculation of Effective Property Tax Facto
18  Unity 100.0000%
19 Combined Federal and State Income Tax Rate (L17) 22.1447%
20 One Minus Combined Income Tax Rate (L18-L18} 77.8553%
21 Property Tax Factor 1.4874%
22 Effective Property Tax Factor (L20*1.21) 1.1580%
23 Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 23.3027%
24 Required Operating Income $ 334,830
25 AdjustedTest Year Operating Income {Loss) $ 395,118
26 Required Increase in Operating Income (124 - | 25) $ (60,288)
27 Income Taxes on Recommended Revenue (Col. (E), L52) $ 95,237
28 income Taxes on Test Year Revenue (Col. (B), L52) $ 112,385
29 Required Increase in Revenue to Provide for Income Taxes (L27 - 1.28) $ (17.148)
30 Recommended Revenue Requirement $ 2,256,141
31 Uncollectible Rate (Line 10) 0.0000%
32 Uncollectible Expense on Recommended Revenue (L30 * L31) $ -
33  Adjusted Test Year Uncollectible Expense 3 h
34 Required Increase in to Provide for L ible Exp. $ -
35 Property Tax with Recommended Revenue $ 102,511
36 Property Tax on Test Year Revenue $ 103,681
37 Increase in Property Tax Due to Increase in Revenue (L35-L36) $ (1.169)
38 Total Required Increase in Revenue (L26 + 129 + 1.37) 7 6062
A )] ©) Q) IE] [F1
Test Year Company Recommended
Total I Total
alculalit Incom ail Water Company Vail Water Compan
39 Revenue $ 2,334,747 ( $ 2,334,747 $ 2,256,141 [ $ 2,256,141
40 Operating Expenses Excluding Income Taxes $ 1,827,243 18 1,827,243 $ 1,826,074 1 $ 1,826,074
41 Synchronized Interest (L58) $ - $ - $ - $ - $ -
42 Arizona Taxable income (L39 - L40 - L41) $ 507,504 { $ 507,504 | § - $ 430,068 | § 430,068 | $ -
43  Asizona State Effective Income Tax Rate (see work papers) 3.0395% 3.0395% 3.0395% 3.0395%, 3.0395% 3.0395%
44 Arizona Income Tax (L42 x L43) $ 15426 [ $ 15,426 | § - $ 13,0721 $ 13,072 {$ -
45 Federal Taxable Income (L42- L44) $ 492,078 1 § 492,078 | § - $ 416,996 | $ 416,996 | § -
46 Effective Tax Rate (see work papers) 19.7041%)| 18.7041%)| 19.7041% 19.7041%)
47 Federal Income Tax $ 96,960 | $ 96,960 $ 82,165 $ 82,165
48 $ - $ -
49 § - § -
50 $ - $ -
51 Total Federal income Tax $ 96,960 | § 96,960 | § - $ 82165]§ 82,165 | $ -
§2 Combined Federal and State Income Tax (L44 + L47) $ 112,385 § 112385 ] § - $ 95237 1% 95237 | § -
53
54 WATER Applicable Federal income Tax Rate [Col. {E], L51 - Col. [B], L51] / [Cal. [E], L45 - Col. [B], L45] 19.7041%
55
Caleulation of Interest Synchronization: N/A
56 Rate Base $ 3315151 | § -
57 Weighted Average Cost of Debt 0.0000% 0.0000%|
58 Synchronized Interest (L56 X L57) $ - $ -
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Vail Water Company
Revenue Summary
Test Year Ended December 31, 2011

Exhibit
Rebuttal Schedule H-1
Page 1

Total Total
Revenues Revenues
at at
Present Proposed Dollar Percent
Meter Size Classification Rates Rates Change Change

5/8x3/4 Inch Residential $ 1,728,603 $ 1,677,344 $ (51,259) -2.97%
3/4 Inch Residential 55,737 53,999 (1,738) -3.12%
1Inch Residential 2,132 1,975 (157) -7.38%
5/8x3/4 Inch Commercial 3,471 3,773 302 8.71%
3/4 Inch Commercial 1,804 1,841 37 2.07%
1 Inch Commercial 4,172 4,035 (137) -3.28%
1/12 Inch Commercial 17,977 15,346 (2,631) -14.64%
2 Inch Commercial 67,893 57,822 (10,071) -14.83%
5/8x3/4 Inch Irrigation 2,073 2,160 87 4.18%
3/4 inch Irrigation 5,089 5,280 191 3.75%
1Inch Irrigation 17,540 16,901 (638) -3.64%
1/12 Inch Irrigation 17,246 16,217 (1,029) -5.96%
2 Inch Irrigation 113,577 115,693 2,116 1.86%
5/8x3/4 Inch Standpipe 12,909 9,095 (3,813) -29.54%
1inch Standpipe 2,256 1,991 (265) -11.74%
3 Inch Construction 37,004 27,561 (9,442) -25.52%
Subtotals of Revenues $ 2,089,431 $ 2,011,034 $ (78,447) -3.75%
Revenue Annualizations:

5/8x3/4 Inch Residential $ 21,450 $ 20,276 $ (1,174) -5.47%
3/4 Inch Residential 1,715 1,622 (93) -5.45%
1Inch Residential - - - 0.00%
5/8x3/4 Inch Commercial (132) (142) (10) 7.60%
3/4 Inch Commercial (144) (146) 2 1.23%
1 Inch Commercial - - - 0.00%
1/12 Inch Commercial 104 89 (16) -14.92%
2 inch Commercial 3,337 2,842 (495) -14.84%
5/8x3/4 Inch Irrigation (78) (79) (0) 0.29%
3/4 Inch Irrigation 32 33 1 211%
1Inch Irrigation 1,001 932 (69) -6.92%
1/12 Inch Irrigation (1,986) (1,803) 182 -9.19%
2 Inch Irrigation 11,538 11,378 (160) -1.39%
5/8x3/4 Inch Standpipe 213 150 (62) -29.35%
1inch Standpipe - - - 0.00%
3Inch Construction (7,125) (5,458) 1,667 -23.40%
Subtotal Revenue Annualization 29,925 29,694 (232) -0.77%
Total Revenues w/ Annualization $ 2,119,407 $ 2,040,728 §$ (78,679} -3.71%
Adjusted Misc Revenues 214,637 214,637 - 0.00%
Reconciling Amount 703 776 73 10.38%
Total Revenues $ 2,334,746 $ 2,256,141 $ (78,606) -3.37%

Witness: Bourassa

Percent Percent
of of
Present Proposed
Water Water
Revenues Revenues
74.04% 74.35%
2.39% 2.39%
0.09% 0.09%
0.15% 0.17%
0.08% 0.08%
0.18% 0.18%
0.77% 0.68%
2.91% 2.56%
0.09% 0.10%
0.22% 0.23%
0.75% 0.75%
0.74% 0.72%
4.86% 5.13%
0.55% 0.40%
0.10% 0.09%
1.58% 1.22%
89.50% 89.14%
0.92% 0.90%
0.07% 0.07%
0.00% 0.00%
-0.01% -0.01%
-0.01% -0.01%
0.00% 0.00%
0.00% 0.00%
0.14% 0.13%
0.00% 0.00%
0.00% 0.00%
0.04% 0.04%
-0.09% -0.08%
0.49% 0.50%
0.01% 0.01%
0.00% 0.00%
-0.31% -0.24%
1.28% 1.27%
90.78% 90.45%
9.19% 9.51%
0.03% 0.03%
100.00% 100.00%



BSSeINog :SSAUNAA

| abed

Z¢-H 8INpaYdg [eunqay
Hqyxg

£98'€
%00°00% A
%010 %Zsse-  {(09vie) 6£'929 66°0t8 86161 1
%E0°0 %yL - (90°22) v6°691 00°88L 9/8'9¢ L
%Z8°0 %¥s6g-  (2vol) S8°ve LT'SE zes's L
%1E0 %9.°0- (zL9) 6£°66/ 1G'G08 ZSY'y9L Al
%810 %pyoL-  (05°22) LOE6L LS'SIZ ¥6G°'LE L
%110 %169 (69'9) 8968 L£°96 $ 896°Cl Gl
%62°0 %89°0 9z'0 LL'6E 58'8¢ Zov'y LE
%800 %80" L~ (65°0) 96°€S SGHS eyeol £
%69°0 %S6'vL-  (182E) 88981 ZL8LT 500'8L T4
%LE0 %y L~ (SLSH) 68°16 G9'L0L LLO'Y il
%800 %E8°9- (16°2) 86°£01 68°GL1L 878'81 ¢
%90°0 %L0" L~ (69°0) V€9 A e 86801 Z
%170 %y8L €9'¢ 06'6% 8Z°9% v.2'3 9
%80°0 %8¢ L~ (LED) G8'¥§ zT'65 L89't £
%00°0 % by G- {962) LS 8E VS Phe'8 -

%EEL 96 %LY"G- 6172 $ /8L¢E $ 900v $ 029 965'€
sjLwolisn) junowy unowly saley saley Co_«a:._:mcoo L10Z/LE/CL
Jo juedled Jejjoqg pesodoiyd jueseld abelony 1e
jusdlisd asealdou) pesodold g mmm‘_w>< sjawolsnyd

30 JoquinN
abelony
(e)

LLOZ ‘LE Jequada( pepul JesA 1se L
sse|) pajielag Aq anuanay jo sisAleuy
Auedwo Jejep e

‘siewoisny jo

JOQWINN pug Jes |enpoy

uoloNISU0D
adidpuelg
adidpuelg

uonebiu|
uonebiu|
uonebiu|
uonebiLu}
uonebiy

[e1218WWosn
[_IDJ8WWOT
[eIDOWWOD
[eID/8WWO0D
[eIosoWW0D

fenuspisey
lenuspisey
[enuspisey

s|elot

youy €
youy |
Uou| H/EX8/S

you g

you| zi/L
youy |

you| /g
Yyou) y/£X8/s

you ¢

you| ZL/1
you |

you| p/g
youl y/EX8/S

youy |
Yyou| p/g
uou| Y/EX8/S

SZIS 1919 Jo/pue
uoijeoyjisse|d

Jauwiosnyd

—
™

(o]
[32]

D
N

o0
N

~
N

©
N

e
N

<
N

%]
N

N
N

-~
~N

(o]
N

|Faocvonwo2rNoYRERRE

[}

c O

i

-



%00°001

%01°0
%€0°0
%cC80

%ce0
%810
%Ly0
%6¢°0
%80°0

%690
%LE°0
%800
%90°0
%L1L°0

%000
%000
%Ly 96

SENOEIT)

Jo
uadIed

%8€95-  (0£°192)
%Zy L (SL°12)
%G60'6e-  (€6°01)
%61°€- (z212)
%y9Zl-  (S8L1)
%ZLL- (s¥°9)
%ZL'E 00°'L
%EL'L vL0
%LL9L-  (LY708)
%Se°GL-  (£2°S1)
%¥0°L- (s6'9)
%69° - (00'1L)
%8S°S viL
%8 L- (80°%)
%8¢"G- (512
%9¢°G- (63°1)
unowy junowry

juadlia

d Jejjog
8Sea10U] pasodoig

esselnog SSoUNp

Z abed
¢"H 9INpayds jenngay
hqiyxg

*FF RO hH © & A

& R & & R H

saley
jussalyd

0scoc $ 0C¥9v
GL'891 $ 05061
ST A4 $ 8l'le
66°859 $ 127089
gereet $ 0Tyl
SO'LL $ 0S89
00°8¢C $ 002
26'S9 $ 8L'S9
AN A3 $ o0L7181
L6°€8 $ 0Ce6
S5'8L $ 0S8
00°8S $ 00'6S
¢6'ce $ s8i'ie
rA AV $ 0S'¥S
SZ'8Y $ 00°1S
6c’ce ¢ 8l'se
Sorey
posodoid
g uelpsiy

R HH ¥ hH &

© N LR P RS

L98°E
A
000°sty 14
005°LE b
00S'y Le
Zsz'eel 43
000°cl L
000°'6 Sl
00§°L Ll
0oo'sl €
0068 9¢
005°¢ 14
000°LL €
00S'6 [4
005y 9
005°¢ -
00S‘L -
005'S 965°¢
uondwnsuo) LLoc/Le/cL
ueipsiy e
SBwoIsny
J0 JaquInN
abeiaay
(e)

L10Z ‘1€ 4oqWadag papud JesA 1S9
sse|D palieiag Ag anuanay Jo sisAjeuy
Auedwog Jeiep [IBA

:S18WOISNY) 40

JOqWINN pu3 Jea A jenoy

UONONIISUOYD)
adidpuelg
adidpueig

uonebiu)
uonebLl|
uonebii
uonebiu)
uonebiu)

[eI21oWWoN
[EelDJaWWION
[eID8WwWo)
[21048WI0YD)
[einlawwo)

lenuapisay
lenuapisey
jenuapisay

sjelo|

youy €
youj |
YOU} /EX8/S

you|

you| Zi/1
youp |

you} p/e
You] y/EX8/S

youi g

you| Z1/1
you |

you| p/g
UoU| $/EX8/S

youj |
yaul p/g
Youl $/EX8/S

3ZIg 1919\ Jo/pue
uoneayIssel
pwoisn)

— N T
NN NN

(o]
N

o NN T ONOOOMITWON 0D
I‘_vamw'\wc’r:\—‘—v—rwv—w—v—v—r—v—v—w—1—\—

o .
= O
52



%00°001-
%E8CC
%91°¢C
%0091~
%6161
%LE9L-
%06'L-
%159
%0C°€L

abueyn
juadled

| abed

BSSEINOg SSOUNM
€-H SINPaYDS [ERNGaY
Hqyx3

GL'E
00°¢
0sy
SL°E
00c

0S¥y
SL°E

0S'y
SL'e
00t

H H &N ©r N

A B & ¥

21y
pasodold

3iey
Jussald

(suopeb 000‘L 19d)

(z679)
(L2°0z2)
(Lz'g0L)
(8v'sv)
(ve-82)
(09'v1)
(oze)
8c't
vy

abueyn

(e)

66'G¥.
66°CLE
2L'8¢€C
9€'6lLl
09'v.
0e'2e
8€cC
[4 4

sajey
pesodoid

et ON = IN

‘winwiuiw Ajyiuow ay3 4o uaosad g1 40 yiuow Jad 00's$ jo Jeubiy (e)

suojieb goo‘0lL 1980
suojjeb 00o‘oL 0} suojeb 1

suoyeb 0oo'0lL 19n0

suojieb 0p0‘04 01 suofieb 100'e
suojjeb ppo'‘s 01 suojjeb |

SUOJIED) WNWIUIN JSAQ

suojjeb 00 QL 190
suojieb 0po‘ol 01 suojjeb |

suojieb 0oQ‘0} 1on0
suojeb 000‘0L 01 suolieb 1Lo0'e
suojieB gpo‘s 01 suojjeb |

SUOJRL) WNWIUIN JOAO

33019

(e)

ozIs JojPW Ag
269
02996
0C'6.LY
0C'v8e
0Lyl
02'68
050V
00°Le
gL'EL $

sejey
juasaid

sajey pesodold pue esaid

110Z ‘L€ Jequisds(q pepul JeaA 1saL
Auedwo?) 153eM l1BA

uonebuy| ‘jeuIsnpu; |eIxIsWWoD - 119N YUt /S

Auo [epuapisey - JRIBIN YOUL H/E

(uononnsuod pue adidpuels Buipnjous ‘SasSE [[e) Jo1dW You| /g

uonebiu| ‘|jeuisnpu| ‘|RIDISWIWOYD - YoU| H/EX8/S

Aluo [enuapisay - Youj y/ex8/S

(uononnsuoo pue adidpuers Buipnpoul ‘SaSSEID |je) Youl 1/EX8/S

sojey AjIpowuion

(sassElD |I) WNWILA U] SUOlED

Jepundg an4

adidpuers

abieyaing v4IM

youi g

you v

youl €

youl ¢

youj g/L L

yout L

youj v/e

Youj v/EX8/S

TSOSSE) 1Y) 9IS 91PN
1103 abieys abesn Ajyzuow

29
& |\—NNm¢mw|\oocv
5 2



Auowsol 09s 1IN
panowal 20 $

0S¥ $ 00% $

0SYy $ :

SL€ $

0Svy
SL'E

00y $

oy oiey

pasodold

Z abey

esseinog [SSaUlIM
€-H 9INP3ayos |ENNgay
Hayx3g

Judsald
(suojieb 000} 1od)

suojjeb iy

suojjed |1y

suojieb |y

suojleb 000 00S 1on0
suojieb 000'00S o1 suojieb |
SUOJED) WINWIUIN ISAQ

suojieb 000'0sZ 1ar0
suojieB 00o'ose 01 suolieb |

SUOJIRD) WNWIUIW 19AD

suojieb 0o 091 toro
suojeb 0po‘091 01 suojeb |

SUO|jeY) WNWIUIW ISAQ

suoyieb 00 08 19n0
suojieb 000'08 01 suojjeb |

SUOJED) WNWAUI JIOAQ

suojjeb 0p0‘0s 1on0
suojjeb 000'0S 0 suojjeb |

SUOJ|e) WNWIUIN J8AQ

suopeb 0po‘sz 1ono
suojjef 0Q'sz 01 suojjed |

SUOJ[BL) WNWIUN JBAD
So01g

juet ON = IN
(suoyieb goo‘} 210d) abieyoing 191eM dVD
(suofjeb ppo‘y tod) obieyoing A18A009Y dVD

adidpueig/uononisuo)

(uononnsuod pue adidpuels 1dooxa Sassepd |je) Ja1N Yyou| 9

(uononusuoo pue adidpuels Buipnioul ‘SasSe|d Jje) JSIBIN You| 9

{uononasuod pue adidpuels 1daoxs S9SSEJD ffe) JAIBIN UdU| &

(uononnsuod pue adidpuels Buipnjoul ‘sasse () JaldN You| ¢

(uononnsuod pue adidpue)s 1dadxa sassep |je) s8N You| €

(uononnsuod pue adidpuess Buipnious ‘sasse|d jje) JAIBN Youl €

{uononisuod pue adidpuess 1da0xa SOSSEYD j[e) I8N You| 2

(uononnsuod pue adidpue)s Bulpnjoul ‘'sasse jje) 19)e| You| g

(uononnsuod pue adidpuels 1daoxa sasse| |e) I8l You) §°|

(uononnsuod pue adidpuels Buipnjoul ‘sasse|d [je) Ja1oW You| §°L

{uononasuod pue adidpuels 1daoxd SOSSEJD ||8) 113N Youy |

(uononasuocd pue adidpuels Buipnioul 'sasse|d ||e) Ja18 yaut |
soyey Ajlpowioy

sajey pasodolq pue Jussald
LL0Z ‘L€ Jaquieos( papul JeaA 1sa)

Auedwog Jajepp lieA

Q
£ °|v~(\|mvmmr\com
02



Juet oN = IN

"alEp O] 9pew sem uoRosuuod [eba) awm 1oy wouy sbulg parewns3 (p)

9°€0v-2-PLH 8Ny 10 (0)

00°52$ snid (Q)E0b-z-v LY "D'Y'V Jod wnwiui ARJUOW Ul SaW WaISAS a3 4O Syuow Jo JaquinN (q)
{Q)eot-2-P LY "D'V'Y od wnunuit AlYIUOW syl Saw WOISAS BU) JO SYIUOW JO IDGWINN (e)

990v-2¥1-d einy Jod

00°0S $

00°'S¢ $

P

1500

%S’

%S

00'se $

)

©)]

00'SL $

00°0¢ $

e} WOl 9A0WDY

00°0¢ $

111B] WOJ) sAOWSY

(e}

11Ie} Woly oAoWwaY

00°S¢ $

sajey pasodoid

990y-¢-¥1-d oiny Jod

UOISUSIXJ UlB

LN (isenbax Jowo)sno 1e) 9b1eyd adIAISS SINoY ol

00°S¢ $ 994 Jojsuel|
{p) dn->ooH 1eball}

1800 (1senbay Jowoisn)) 1SN Jawoisn) buinow

%S} (yyuow Jad) 984 awled a1e7
%S yuow Jad uswAied pauajeq
006 $ 3¥O3UD) 46N
[©)] 1Sa1au} 1sodag

[©)] ysodaq

00°GL $ (1021105 1) peal-ay JaBIN
00°0¢ $ (1021100 J1) 1S9 JIS1IBN
00°6E sInoy Jaye J| ‘(juenbijaq) uondauu0day
00°0¢ b (enbijo) uoROBUUGISY
@] (SINOH 13} SUIUOW Z | UIYIIM) JUBWYSIIGRISeaY

(e) (SLpuoW Z1 ulyym) JUSWIYSHGRISSY

00°0S 3 SINOH 19YY - Juswuysiiqelsy
00°G¢ 5 juawiysiqesy

sojey juasald

$abieqg) /Ui

HJuej ON = IN
‘Buipess Ja1sw Sj0Wal Jo}

nun Aews|sy Jarew 1oy ob1eyo [euonppe 051$ snid 8002 ‘Lz Aleingad patep owsy Buleauibul yeig OOV uo paseq sabieyd pasodold |

BSSEINOY SSAUNA
¢ abed
€-H 8inpayodg [enngay
Uqiyxg

00°00v'6
00'58¢€°L
00°69Y'S
000LEY
00'69L'¢
00°698C
00°0/8'C
00'520°C
00°Gec’L
007096
00058
000sL $
e}
pasodoid
jejol

00°0L0°L 00°0€€C 00°06L9 §
00°GLL'S 000Le'C 1IN
00°S6L'C 00°0L9°L 00'SEL'E $
00°028°C 00°06¥%'L 1N
00'v09°C 00°S9L'L 00°05L°C $
00°0Z8°L 00°6¥0°L 1IN
00°0v0°C 00°0€8 00°099°L $
00°G6L°L 00°0€8 1IN
00°SL9 00°0SS 00°6/9 §
00°S9¥ 00°G6v 0000S $
00°G0¥ 00°S¥Yy 000ry  $
0060¢ ¢ 00Syr $ 0000V $
Ela=V]e} o) abey)
uope aur Juasald
-leIsu| 20IM19S jelol
11BN pasodoid
pasodold

punodwod ‘yodul 9

ogin] yauj 9

punodwod ‘you|

ogin) youj

punodwod ‘youf €

ogin] youj ¢

punodwo) ‘udu1 g

ogJn] yau| g

wui e/l b

youg

yau| /¢

S youl v/€ X 8/S
bieyy sbreyn

uope |
-jlesug ERIINEL
IO Juesald
juasald

| SSBIeD SUT | 90IM3S PUE TN

L10Z ‘L€ Joquiadag popu JESA 1S9
sajey pasodold pue Jussald
Auedwo?) 121eM0 JIEA

O
£ °|v—vaLD<Dl\00m
o2



BSSRINOg :SSAUNA
y obed
€-H SInpayag |enngsy
nqlyx3y

*(,OVID,) UOIONIISUDD JO PIB-UI-UORNGLIUOD Se pajeal] ,
"8NUDAS) SE pajeal] |

0000891 00700891 10Big| Jo Yyouy 9
00°00¥'8 00°00¥'8 you| ¢
00°0¥0's 00°0v0‘S youj ¢
00'069°C 00°069°¢ youy z
00°089°L 00°089°L youy /1 L
00°0¥8 00°0v8 youy |
00°'v0S 00'v0S Yyou| /e
00°02y $ o000cy $ You| /€ X 8/S
3b1ey) abiey)
pasodoid Juasaid
~554 ANj00H SomPed SNSHO
00°000'05¢  00°000°05¢ 10b1e) 10 YoU} Z)
00°000'06L  00°000°061 you| o1
00°000°02F  00°000°0Z1 youj 8
00°006'29 00°005'29 youj 9
00°000°0¢ 00°000'0€ you|
00°00G°LL 00°00S'LL youj ¢
00°000°8 00°000°8 youj z
00°000'G 00°000°'S you z/1 L
00°00S'C 000052 youj |
00°00S'L 00°00S'L you| /g
00°000'L  $ 00°000°L $ you| /€ X 8/§
sbiey) ab1eyn)
pasodoid jussald

/85 n-J00H 109l01d BUOZIY [ENUs)

1102 ‘L€ 1equada pepul Jes A 1891
sojey pasodold pue juasald
Auedwoy 1018\ 1BA

T DWW O
M NMMOOT

[}
[ap}

DO ™ NMTLUOWNSKDND O — N
A NNNNANNNANNOOOO

O~ AN MTWLON~NX
Ll ol o S i il el

QO
£ °|r-Nm<rLo<or\oocn
_,2



BEFORE THE ARIZONA CORPORATION COMMISSION
COMMISSIONERS

BOB STUMP, Chairman
GARY PIERCE
BRENDA BURNS
SUSAN BITTER SMITH
BOB BURNS

IN THE MATTER OF THE APPLICATION OF )
VAIL WATER COMPANY FOR A ) DOCKET NO. W-01651B-12-0339
DETERMINATION OF THE FAIR VALUE OF )
ITS UTILITY PLANT AND PROPERTY AND )
FOR AN INCREASE IN ITS RATES AND g

)

)

CHARGES BASED THEREON

REBUTTAL TESTIMONY OF
KARA D. FESTA P.E.
ON BEHALF OF VAIL WATER COMPANY
MARCH 25, 2013




W N —

REBUTTAL TESTIMONY OF
KARA D. FESTA P.E.
ON BEHALF OF
VAIL WATER COMPANY
MARCH 25, 2013

TABLE OF CONTENTS

INTRODUCTION AND QUALIFICATIONS.....cccviviiririnrannnnensnesnisnecsnisssssnessesassssnesssssssnsans
RESPONSE TO COMMISSION STAFF REGARDING EXCESS CAPACITY ......

I.
IL.

CONCLUSION

-----------------------------------------------------------------------------------------------------------------




10
11
12
13

14
15
16
17
18
19
20
21
22

23
24
25

Vail Water Company
Rebuttal Testimony of
Kara D. Festa P.E.

Docket Nos. W-01651B-12-
Page 1 of 9

INTRODUCTION AND QUALIFICATIONS

Q.
A.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Kara D. Festa, P.E., and my business address is 4001 E. Paradise Falls Drive,

Tucson, Arizona, 85712.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?
I am employed by WestLand Resources, Inc. (WestLand), as a civil engineer, and I am a

principal of the company.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
WORK EXPERIENCE.

I have a Bachelors degree in Civil Engineering and Masters degree in Environmental
Engineering from the University of Arizona. I have been working in the engineering
field, primarily in water and wastewater planning and design, for 17 years, 14 of those

years at WestLand. [ am Registered Professional Engineer in Arizona and New Mexico.

PLEASE DESCRIBE YOUR INVOLVEMENT WITH PREVIOUS WORK FOR
VAIL WATER COMPANY.

I have been working on water system engineering projects with Vail Water Company
(Company) since 1998, as a project engineer, project manager, and then in my capacity as
a principal with WestLand. My work with Company has included water system
hydraulic modeling and master planning, design for pipelines, booster stations, reservoirs,
and wells, and general operational and engineering assistance. In addition, I have assisted
the water company during well outages, to help with troubleshooting, sel¢ction of new

well equipment, review of well videos and providing engineering recommendations.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
My testimony presents my professional opinion as to the capacity of well infrastructure

and overall capacity and reliability of the Company well supplies, and whether Well No.
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6 is excess capacity or would be considered necessary to meet the water demand of the

Company system.

I. RESPONSE TO COMMISSION STAFF REGARDING EXCESS CAPACITY

Q. WHAT INFORMATION AND/OR RECORDS DID YOU REVIEW FOR THIS
TESTIMONY?
A. I reviewed well capacity and demand information from 2011 and 2012, as well as the

testimony and Staff Report prepared by Marlin Scott Jr.

Q. PLEASE SUMMARIZE YOUR CONCLUSIONS REGARDING THE MATTERS
ADDRESSED IN YOUR TESTIMONY.

A. I have concluded from my review that Well No. 6 is not excess capacity, but is a needed
facility in the Vail Water Company system. The main reasons relate to the actual
available flow from each well, the configuration of the water system and availability and
function of the wells to serve various areas of the water system, and the demands placed

on the well source system.

Q. CAN YOU FIRST EXPLAIN THE ACTUAL FLOW AVAILABLE FROM EACH
WELL?

A. Yes. The Staff Report based the calculations about the water system on the recorded
capacity of the wells when those facilities were placed in service, as noted in historical
documentation (Page 1, Table 1). In reality, most well pumping capacity is not consistent
over time, and typically the available capacity from a well will drop over time as the well
pump and casing age. This occurs for a variety of reasons, the most common being the
growth of deposits on the interior of the casing that reduce the available flow into the
well, and wear to the moving parts of the pump due to sand or other materials running
through the pump. When we review the ability of a well system to serve the demands of

the current water system, we need to consider what the pumps are actually capable of
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providing at the current time, not what the well might have been capable of producing
when the equipment was newly installed. Often, the well casing and pump can be
rehabilitated or the pumping equipment replaced to reclaim lost pumping capacity, but
this requires a significant investment in time and funds, and the need for well and pump
rehabilitation must be weighed against the costs and completed when economically

viable.

The current equipped and available capacities of each well are provided in the table

below:

Well No. | GPM

3 550

5 810

6 650

8 830/1,200*
3,210%*

* Well No. 8 is currently out of service. Well No. 8 was producing 830 gpm prior to the
planned outage. The new pump capacity is expected to be 1,200 gpm following well

rehabilitation and pump replacement.

Q. AS AN ENGINEER REVIEWING THE CAPACITY IN THE WATER SYSTEM,
HOW DO YOU TYPICALLY DETERMINE WHAT WELL CAPACITY
SHOULD BE PROVIDED?

A. A water company must have sufficient well capacity to meet the peak day usage, also

called Peak Day Demand, because the water supply source has to be able to keep up with
the demands of the water system during the highest demand days of the year. This

typically occurs during early summer. There can be a series of days of very high demand




O e N N

10

11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

Vail Water Company
Rebuttal Testimony of

Kara D. Festa P.E.

Docket Nos. W-01651B-12-
Page 4 of 9

where the water company is pumping at or near Peak Day Demand values for a sustained
period. In that situation, the wells would need to be running for sustained periods just to
meet system demands. And in reality, due to the variability of demand over the day and
available reservoir capacity to accept the well supply, the wells may not be able to run all

the time, even on Peak Day.

Because of how a water system operates, we always need to have, at a minimum, at least
enough well capacity to meet Peak Day Demand. Because we also never know when a
well outage will occur due to pumping or electrical equipment or casing issues, the
accepted engineering recommendation is to be able to supply Peak Day Demand with the

largest well out of service.

I would also like to point out that Peak Day Demand should not be confused with other
types of peaking calculations. For example, the “highest peak use” per customer
provided in the Staff Report (Page 5, System Analysis) is the Average Day of the Peak
Month of water sales, rather than the Peak Day usage of well pumping demands. Peak
Day Demand is generally assumed to be as much as 1.5 times higher than the Average
Day of the Peak Month usage. The peak usage provided in that section of the Staff
Report is also based on customer use, rather than well pumping, which doesn’t account
for any lost and unaccounted for uses. The actual available well capacity should be based
on the Peak Daily Demand of the water system, not only customer sales, and especially
not customer sales on average during the highest month, which would considerably

underestimate the actual peak demand on the water system’s well sources.

Q. WHY DO THE WELL SIZING CRITERIA CONSIDER THE SITUATION WITH
THE LARGEST WELL OUT OF SERVICE?
A. Well outages can occur at any time, especially during high demand periods when the

wells are being placed under significant stress, such as summer peak usage periods.
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Because the total well capacity within a water system is not always available, we have to
plan for this reality in the design and operation of water systems, so that service to

customers 1s reliable.

Q. WHEN PUMP OR WELL ISSUES CAUSE A WELL OUTAGE TO OCCUR,
HOW LONG COULD A WELL BE OUT OF SERVICE?

A. It can vary from a few days to a few weeks for a mechanical or electrical failure, and
from a few weeks to a month or more for pump and casing inspection, rehabilitation, and
repairs. For example, the water company recently took Well No. 8 out of service to assess
the pump due to a noted issue with the equipment. The company brushed and bailed the
well due to deposits inside the casing which had caused reduced pumping capacity,
replaced the pump and sections of column, tube and shaft that were not suitable for
continued use, and lowered the pump setting S0 feet. The well has currently been out of
service for approximately six weeks, and is expected to be back in service within
approximately the next two weeks. Well No. 8 was taken out of service voluntarily, and
the water company elected to do this work before the high-use summer period, to reduce
the potential for a well outage during that period. It is best when well outages can be
scheduled at the water company’s convenience, but this is not always possible due to
unexpected issues that occur, especially when wells and pumps are heavily used, as

happens in the summer months.

Q. WHAT ELSE IS IMPORTANT TO UNDERSTAND ABOUT THIS WATER
SYSTEM IN REVIEWING WELL CAPACITY?

A. On critical point in reviewing the well capacity is the actual configuration of the water
system, and where the wells are located. The Vail Water Company system is divided into
two main areas, the North Service Area and the South Service Area, divided by the

Southern Pacific Railroad. There is a pipeline between these two service areas, but
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because of the location and configuration of the booster stations within the water system,
water can be moved from North Service Area to the South Service Area, but the water
system isn’t configured to move water from the South Service Area to the North Service

Area.

Well No. 3 is located in the South Service Area, which means that Well No. 3 capacity
can only serve into the South Service Area, and isn’t available to the North Service Area.
Well Nos. 5, 6, and 8 are in the North Service Area, and this well capacity can also be

transferred to the South Service Area using the 1-3380 Zone Booster Station.

Another point of note is that the capacity of Well No. 5 serves a somewhat unusual
function in this water system. In most water systems, well capacity is not directly used to
provide fire flow to a water system. Pressure and fire flow generally come from a
combination of reservoirs located at a high water elevation above the water system or
booster stations that pressurize the water system. However, because of the configuration
of the Vail Water Company system, and long pipelines leading from the water system’s I
Zone reservoirs to the subdivisions and school in the vicinity of Well No. 5, there were
noted and significant low pressure problems in that area prior to the installation of Well
No. 5. Part of the function of Well No. 5 is to operate during high demand periods to
help increase the pressure in that area of the water system. The controls for Well No. 5
are designed to respond both to the remote reservoir level for reservoir filling, and to the
local pressure in the area of the well. The purpose for equipping and connecting Well
No. 5 to the water system was not solely for source water to the system, but also to serve

this supplemental pressure requirement.

Q. HOW IS THE WATER SYSTEM DEMAND BROKEN UP BETWEEN THE
NORTH SERVICE AREA AND THE SOUTH SERVICE AREA?
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A.

Based on data from the water company regarding the customer breakdown between the
North and South Service areas, the demand of the South Service area is calculated to be
approximately 32 percent of the water system demand, and the demand of the North
Service Area is approximately 68 percent of the water system demand. The annual
pumping reported of 382,210,000 gallons calculates to an average daily demand (ADD)
of 1,047,151 gallons per day, or 727 gallons per minute (gpm). The standard engineering
assumption of a peaking factor of two times the Average Day Demand provides a Peak
Day Demand of 1,454 gpm. This would be proportioned between the South and North
Service Areas at a Peak Day Demand of approximately 460 and 994 gpm, respectively.

HOW DOES THE DEMAND COMPARE TO THE CURRENT WELL SUPPLY?
Looking first at the South Service area, the Peak Day Demand of 460 gpm is just less
than the Well No. 3 capacity of 550 gpm, and Well No. 3 would be considered sufficient
capacity for Peak Day Demand. In addition, if Well No. 3 is out of service, water can
also be transferred into the South Service Area from the 1-3380 Zone Booster Station,

which provides the required redundancy for the South Service Area.

In the North Service area, the Peak Day Demand is 994, and the sum of the well
capacities will be 2,660 gpm when Well No. 8 is brought back into service, if the well
rehabilitation achieves the original pumping capacity. Because the water company needs
to be able to serve the Peak Day Demand when the largest well is out of service, the
available well capacity without Well No. 8§ capacity is 1,460 gpm. This is sufficient to

meet the Peak Day Demand.

IN THE NORTH SERVICE AREA, WHAT WOULD BE THE CONDITION IF
WELL NO. 6 WAS NOT PART OF THE WATER SYSTEM?
In that case, the North Service Area would be served by only Well No. 5 and Well No. 8.

The Company would still need to be able to serve the water system with the largest well
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out of service. Without Well No. 8, the available well capacity of Well No. 5 would be
810 gpm, which is less than the Peak Daily Demand needed for the North Service Area.
The purpose of Well No. 6 in the water system, therefore, is to provide adequate
redundancy to meet peaking demands. There is not excess well capacity in the North

Service Area or in the Company’s water system.

Q. IS THERE ANY OTHER CONSIDERATION REGARDING THE OPERATION
OF THE NORTH SERVICE AREA THAT IS IMPORTANT TO THE
DISCUSSION OF WELL CAPACITY?

A. Yes. Much of the North Service Area constitutes a master planned community that is
under construction. The construction usage from 3-inch hydrant meters for grading
operations and dust control can be considerable, and is typically 200 to 300 gpm per
hydrant meter when contractor are drawing water for water truck and Klein tank filling.
The water company currently has five 3-inch construction meters in use in the system,
which is typical of the ongoing construction operations. The highest usage of the
construction meters is during the hottest, driest times of the year, when significant

grading and dust control water is required.

When this additional pumping demand is considered in the context of peaking usage and
how much higher the Peak Day Demand can be than the Average Day of the Peak Month
value, the need for the capacity of all three wells in the North Service Area is even

clearer.

Q. DOES VAIL WATER COMPANY ACTUALLY USE ALL FOUR OF THE
WATER SYSTEM WELLS?

A. Yes. Exhibit A shows the proportion of use from each of the water company’s wells in

2011 and 2012.
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Q. COULD YOU SUMMARIZE YOUR PROFESSIONAL OPINION ABOUT THE
WELL CAPACITY OF THE COMPANY SYSTEM?

A, I believe that the Company needs all four of the existing wells to provide adequate and
reliable service to the water system. Well No. 6 should not be considered excess
capacity, is used and useful, and is an important facility for the reliable operation of

Company to meet customer demands.

IL CONCLUSION

Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?
A. Yes.
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INTRODUCTION AND QUALIFICATIONS

Q.

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE
NUMBER.

My name is Christopher (“Kip”) Volpe. My business address is 1010 N. Finance Center
Drive, Suite 200, Tucson, AZ 85710, and my business phone number is 520-571-1958,
ext. 105.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by TEM Corp., a management company that performs management
services for Vail Water Company (“VWC” or the “Company”) under a service contract.
PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR VAIL.

[ am a Vice President of the Company and oversee the administration and operations of
Vail.

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of this rebuttal testimony is to respond to specific issues from Staff’s Direct
Testimony filed on February 25, 2013. Specifically, I will respond to Staff’s proposed
conditions in relation to management service and the use of TEM Corp. and will address
the Company’s proposed CAP surcharge. Some of these issues are also addressed in the

rebuttal testimony of Mr. Tom Bourassa.
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I MANAGEMENT SERVICES

Q. WHAT HAS STAFF RECOMMENDED WITH RESPECT TO THE FEES VAIL
PAYS TO TEM CORP. FOR MANAGEMENT SERVICES?

A. Staff has made several recommendations with respect to these management fees. First,
Staff recommends that Vail seek competitive bids for these services from at least five
vendors at least every three years.! Second, Staff recommends that TEM’s employees
track their time in units no larger than hourly and use this data in allocating Vail’s share
of TEMs salary expenses.? Third, Staff recommends that the Commission order Vail to
provide TEM’s general ledger and other accounting records as needed by Staff to verify
costs included in the management fee.>

Q. WHAT IS STAFF’S REASON FOR MAKING THESE RECOMMENDATIONS?

A. Because Staff has determined that Vail and TEM Corp. are related companies (through
common ownership), Staff believes that their contract for management services merits
higher scrutiny than a contract between unrelated entities. Staff wants to ensure that
Vail’s ratepayers are not paying more than they should for TEM’s management services.

Q. DO YOU BELIEVE THESE CONDITIONS ARE WARRANTED?

A. For the reasons below, they are not necessary nor warranted. More importantly, Staff
accepted the Company’s proposed fee. In fact, Staff accepted the Company’s initial
proposal of $4.55 per customer per month even though the Company has now reduced it

to $2.73 per customer per month.

' IMM testimony at 20-21.
2 Id at 23.
3 Id. at 24.
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Q.

WHY DOES VAIL USE TEM CORP. TO PROVIDE MANAGEMENT
SERVICES?

TEM Corp. is the most efficient way for Vail to obtain these services. It would cost Vail
considerably more to hire full-time employees to perform comparable services. As
discussed below, there are very few third-party vendors that could provide these services
and they would almost certainly be more expensive than TEM Corp. In addition, TEM
Corp. provides a high level of expertise in water issues and is familiar with Vail’s
operations and finances, having assisted the Company in prior rate cases.

IS THE FEE CHARGED BY TEM CORP. FOR THESE SERVICES
REASONABLE?

Yes, it’s very reasonable. Vail only has to pay for the costs incurred by TEM on Vail’s
account and is able to share the salary expense of TEM’s employees with TEM’s other
clients. There is no evidence that the fee is unreasonable. In fact, in its testimony Staff
accepted the Company’s original proposal of $4.55 per customer per month. Vail later
discovered a formula error in the spreadsheet used to calculate the fee and is now
proposing the corrected amount of $2.73 per customer per month.

DID THE COMPANY COOPERATE WITH STAFF IN PROVIDING SUPPORT
FOR THE AMOUNT OF THE MANAGEMENT FEE?

Yes, Vail provided support for every component of TEM’s fee. This included salary and
benefits information about TEM’s employees; vendor reports showing general ledger
entries for all indirect costs such as rent, insurance, and travel expenses; supporting

documentation for all these indirect costs; and a cost allocation worksheet.
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Q.

WHY DIDN’T THE COMPANY PROVIDE TEM’S GENERAL LEDGER FOR
2011 AS REQUESTED BY STAFF?

We provided all of the information from TEM’s general ledger that is relevant to Vail
Water Company. The rest of the general ledger is not relevant to the management fees
TEM collects from Vail and has no effect on Vail’s ratepayers. Although I am not an
attorney, it is my understanding that the Afﬁliated'Interest Rules, which might be a basis
to provide the Commission with access to Vail’s affiliates’ records, only apply to Class A
entities. As the Commission Staff knows, Vail is not a Class A entity. Furthermore,
Staff itself seems uncertain as to whether TEM Corp. would qualify as an “affiliate” of
Valil, and therefore, uses an analysis based on GAAP rules for related entities.
SHOULD THE COMMISSION INCLUDE A REQUIREMENT AS STAFF
SUGGESTS THAT THE COMPANY SEEK COMPETITIVE BIDS FOR ITS
MANAGEMENT SERVICES NO LESS FREQUENTLY THAN EVERY THREE
YEARS AND FILE THE BID DOCUMENTATION WITH COMMISSION
STAFF?

No. As explained below, this requirement would be extremely impractical. It is also
unnecessary considering the reasonableness of the management fee for which Vail seeks
approval.

IN HIS TESTIMONY, MR. MICHLIK RAISES A CONCERN ABOUT THE
LACK OF A COMPETITIVE BIDDING PROCESS BASED ON A 1996 BID
FROM TEM CORP. SHOULD THIS BE A CONCERN?
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A.

No. This bid from TEM Corp. preceded two rates cases in which the Commission
accepted the Company’s management fees as reasonable. Certainly, if there was a
concern about the relationship between TEM Corp. and Vail, the Commission would
have addressed it in those cases.

IS IT PRACTICAL FOR VAIL TO CONDUCT A VIABLE BIDDING PROCESS
FOR THESE SERVICES AS RECOMMENDED BY STAFF?

No. I am not even aware of five viable bidders for these services.

TO SUPPORT THESE CONCLUSIONS, HAVE YOU CONTACTED THIRD-
PARTY VENDORS TO DISCUSS THEIR SERVICES?

Yes, I have contacted four companies: LaVoie & Company, P.C.; YL Technologies;
Southwestern Utility Management; and Smyth Utility Management.

WHAT RESPONSES DID YOU RECEIVE FROM THESE FOUR COMPANIES?
I received a bid from LaVoie for $170,165 annually. See Exhibit A. This company has
conducted Vail’s audits for over ten years and is familiar with the Company’s operations
and financials. YL Technologies declined to prepare a response. I had a meeting with
Smyth, but am still waiting for a formal response from them. I have not yet received a
formal response from Southwestern either, but intend to meet with them to discuss their
services.

SHOULD THE COMMISSION INCLUDE A REQUIREMENT AS STAFF
SUGGESTS THAT VAIL DIRECTLY TRACK SALARY COSTS FROM ITS
AFFILIATE TO THE MAXIMUM EXTENT PRACTICAL BY USE OF
TIMESHEETS IN UNITS NO LARGER THAN HOURLY?

No. TEM Corp. could adopt a new time tracking system but it would be an unnecessary
administrative burden. TEM assigns salary expenses to its various clients based on

employees’ estimates of the percentage of their time spent on each account. This is an
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I1.

acceptable method of apportioning TEM’s salary expenses. Requiring every employee to
keep hourly timesheets would impose a significant operational requirement on TEM
Corp. — an unregulated company — for little benefit. This is especially true considering
that Staff has not raised any concerns about the actual amount of the fee Vail pays to
TEM.

SHOULD THE COMMISSION INCLUDE A REQUIREMENT AS STAFF
SUGGESTS THAT THE COMPANY COOPERATE WITH STAFF AND
PROVIDE INFORMATION STAFF MAY NEED IN THE COMPANY’S
AFFILIATE GENERAL LEDGER AND OTHER ACCOUNTING RECORDS?
No, that requirement is not necessary nor warranted. First, as noted above, the Company
strongly believes that it did provide all information necessary for Staff to verify the costs,
including the general ledger entries for all applicable accounts. TEM Corp. provides
management services for many other entities and providing proprietary information
relating to those services would be a violation of TEM Corp’s obligations to those
entities. Second, although I am not an attorney, it is my understanding that the
Commission does not have the jurisdiction to require these entities to provide all of their
records to the Commission. In this case, Vail has cooperated with Commission Staff in
providing all records necessary for the Staff to verify the costs. Vail should not be
required to provide additional records that are not related to Vail.

CAP SURCHARGE

WHAT IS THE CURRENT STATUS OF THE CAP PROJECT?

We have agreed on a base rate for the wheeling between Tucson Water and Vail Water
Co. Their original proposal was $705 and we agreed on $601.77. See Exhibit B. 1
expect to receive a draft contract within 30 days. Once we negotiate a final version, it

will take six to eight weeks for it to be approved by the City Council.
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Q. HAVE YOU DISCUSSED THE MAJOR TERMS OF THE CONTRACT?

A. Yes. Subject to approval by the City Council, the contract with Tucson Water will have a
five-year term with multiple five-year extensions, at a fixed price of $601.77 plus an
inflator for power and O&M. It will also address Vail owning the booster designed by
Tucson Water and may incorporate a land lease for the site it sits on for a nominal
amount of rent. Vail will maintain the booster.

III. CONCLUSION

Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

A. Yes.
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LaVoie & Co., P.C.

Certified Public Accountants
March 7, 2013

Mr. Christopher Volpe, CPA

Vice President and Treasurer

TEM Corp

1010 N. Finance Center Drive, Ste. 200
Tucson, AZ 85710

Dear Kip,

We are pleased to present our proposal to serve Vail Water Company with accounting and
bookkeeping services.

We would like to suggest that we may be the most qualified firm to perform accounting and
bookkeeping services for Vail Water Company. Our firm has been the Company’s audit firm
for over ten years. Even still, in order to properly to properly understand the other
operational, compliance and reporting areas of the Company not touched by the audit, we
will need to perform an initial review. Those hours are listed separately below.

We have identified the services as follows. If you identify additional services we missed
please let us know and we will adjust our proposal.

Billing and Cash Receipts — billing and cash receipts are performed by the Vail office. We
will obtain month end reports from the Vail office and journalize in the monthly activity into
the Vail Water QuickBooks. We will reconcile those reports to the cash activity posted to
the bank accounts. We will work on-site at the Vail office one day a month to perform these
tasks.

Property Replacement ~ we will obtain and record property replacements during the year.

Payroll - we will run payroll twice a month. We will prepare the quarterly and year-end
payroll reports for federal and State. We will timely deposit the required payroll taxes.

Accounts Payable and Cash Disbursements — we will process accounts payable only if
approved by the appropriate Vail Water Company official. That official must understand the
correct general ledger account coding and approve the coding.

General Ledger - we will prepare the proper monthly bookkeeping. All data will be entered
and reviewed for correctness.

Bank Reconciliations — you currently have 28 active bank accounts. We will perform the
monthly bank reconciliations.

3801 N. Camp]:le]] Ave, Suite A Tucson, Arizona 85719  (520) 322-0066 FAX # (520) 881-7392  tom@lavoiecpa.com
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Monthly Financial Statements — we will issue monthly compiled financial statements.

Monitor Compliance Issues — we will monitor compliance issues and notify and follow up on

issues that come up.

Quarterly Reports to ACC — we will prepare the quarterly ACC Reports.

Annual Audit — we will prepare schedules and workpapers as required by the outside
auditors. We anticipate a maximum of sixteen hours preparing the requested schedules and
workpapers. If the auditor’s requests cause us to exceed sixteen hours, that time will be an

additional billing.

Annual Filings - we will prepare the various annual filings.

Initial Transfer of Existing Computer Files — we will obtain the current QuickBooks

electronic file and install it onto our system.

We propose the following pricing for the services noted above:

Billing and Cash Receipts
Property Replacement
Payroll, reports, deposits
Accounts Payable and

Cash Disbursements

General Ledger

Bank Reconciliations
Monthly Financial Statements
Monitor Compliance Issues

Billing Rate

Total monthly billing

Monthly Hours
CPA Accountant Bookkeeper
12
1
2 10
8 24
2 12 8
10
2 2
4
4 41 56
5185 $124 $92
$740 $5,084 $5,152
$10.976

LaVoie & Co., P.C.
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Initial Review of All

Company Files

Initial Transfer of Existing

Computer Files
Billing Rate

One-time billing

ACC Filings
Billing Rate

Quarterly billing

Filings:
ADWR

ACC
CAGRD
ADEQ

Pima County
PDEQ
Annual Audit

Billing Rate

Annual billing

One Time Hours

CPA  Accountant Bookkeeper
100
8
$185 $124 392
$18,500 $992
$19.492
Quarterly Hours
CPA  Accountant Bookkeeper
4 8 8
$185 $124 $92
$740 $992 $736
2,46
Once A Year Annual Hours
CPA Accountant Bookkeeper
1 7
8
1 7
1 7
1 7
1 7
8 4 4
21 39 4
$185 $124 $92
$3,885 $4.,836 5368
$9.089

LaVoie & Co., P.C.
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Anticipated fees are summarized as follows:

Total monthly billing $10.976
One-time billing

Quarterly billing 2.468
Annual billing

Total
$131,712
19,492
9,872
__5.089

170.1

The accountant and bookkeeper will be fully cross-trained to provide uninterrupted service.

We look forward to the opportunity to serve Vail Water Company and can assure you of our

commitment to quality services and client satisfaction.

Sincerely,

%xﬂ; ¢ lo. PC

LaVoie & Company, P.C.
TRLNE

LaVoie & Co., P.C.
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Table 1

VWC Water Wheeling Study
Summary of Wheeling Costs and Rates

Preliminary (2012) Revised (2012)

Description Wheeling $ $/AF Wheeling $ $/AF
Operation & Maintenance $15,943,300 $166.49 551 $15,943,300 $166.49
Taxes $512,942 $5.36 B $512,942 $5.36
Capital Requirements' $31,378,135 $327.68 i $22,383,500 $233.75
Total $47,834,377 $499.53 K% $38,839,741 $405.60
Potable Water Sales (Ccf) 41,018,347 ¢t 41,018,347

Potable Water Sales (AF) 94,159 94,159

Oro Valley Water Sales (AF) 1,600 1,600

Total Water Sales (AF) ? 95,759 95,759

Basa Usage Rate $499.53 $405.60
Estimated Power Rate ° $196.17 f $196.17
Total usage rate $695.70“ $601.77

3,

! Preliminary based on rate of return of 6.61%; revised based bn rate of return of 3.79%
? AF = Ccf X 100 X 7.48 / 325851
® From CH2M HILL
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